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Editorial Comment 


A wage policy in war time is a vital prob- 
Wages in lem for the industrialist of today, and for 
War Time that reason our editorial committee wel- 

comes the opportunity of bringing to our 
readers this month an address on the subject by Professor 
W. A. Mackintosh, one of Canada’s outstanding economists. 
The aims in all wage negotiations, as pointed out by Pro- 
fessor Mackintosh, are first to minimize the dangers of 
inflation and thus avoid the upward spiral of prices and 
wages which when once started is impossible to control, and 
secondly to protect the wage earner against disproportionate 
sacrifices thrust upon him by such increases in cost of 
living as may be unavoidable. 

In seeking to give security to wage earners against ser- 
ious increases in the cost of the necessaries of life, the speak- 
er’s suggestion is of interest, namely, that a “moderate 
initial cushion” of some five per cent increase in the cost of 
living might be allowed before wage adjustments were made. 

As pointed out in this address and in the series of art- 
icles by Professor McQueen, it is impossible to postpone the 
cost of the war. It is evident that the increased industrial 
activity arising from the war will result in increasing pur- 
chasing power and demand for consumption goods, but there 
will be need for restriction of total consumption and the 
postponement of purchases of consumers’ goods—in other 
words increased individual saving. 


One of the most interesting aspects of the 
The War Time Dominion government’s war activities has 
Prices and been the establishment and operations of 
Trade Board the War Time Prices and Trade Board 
which came into existence on 3rd Septem- 
ber 1939 even before Canada had formally indicated its 
participation in the war. Although most of our readers 
are doubtless aware of the Board’s existence and functions 
a review of its position might prove of interest at the 
present moment. It is true that the Board has been less 
prominent of late than many other governmental bodies 
but this is no indication of insignificance. 
It can be stated that sometime before the outbreak of 
war the then Minister of Labour, Hon. Norman Rogers, had 
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given consideration to the problem of fair prices to the 
public in war time so that when the actual need arose the 
line of approach to the problem had been decided. On the 
recommendation of the Minister of Labour and pursuant to 
the powers conferred on the Governor in Council by the 
War Measures Act, an order-in-council was passed establish- 
ing a Wartime Prices and Trade Board.’ In view of the 
urgency of the problem, senior civil servants were appointed 
to the Board although it is more than probable that in time 
outside appointments will be made. At present the Board 
has five members and has its own offices and staff; it has 
issued two quarterly reports dealing with its activities. A 
number of administrators for particularly important com- 
modities, e.g., wool, sugar, leather, etc., have been ap- 
pointed; in the main these are business men who are 
generally appointed on “a dollar a year” and expenses basis. 
The Board is responsible to the Minister of Labour and 
thus to the government. 

The Board has very broad powers to deal with “the 
necessaries of life’ and can license manufacturers, dealers, 
etc., set prices and determine the quantities to be sold and 
can commandeer and purchase stocks of commodities. It 
has in fact the power to control almost completely such 
things as come under the term “necessaries of life” and to 
establish a rationing system any time. 

The extent and nature of the powers of the Board have 
not been generally appreciated, largely because it proceeded 
slowly, used its powers carefully, and apparently has relied 
more on conference and negotiation than on its legal powers. 
In the sugar situation which arose at the outbreak of the 
war it used little of its legal powers but achieved a satis- 
factory result. In the case of wool it set the price for a 
time and used its powers more extensively; the same is 
true to a lesser extent of cod liver oil. 

But the Board has not yet had to face the basic and 
general problem of price fixing so that the test of its 
effectiveness has not yet come. On balance there has been 
some rise in the Canadian wholesale price index since the 
outbreak of the war but this rise has been quite moderate 
and no more than would be expected from increased econ- 





iThe Canada Gazette of 16th December 1939 contains the amended 
and complete order-in-council (No. 3998) which sets out the Board’s 
powers and functions. 
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omic activity and higher import prices owing to adverse 
exchange rates. Essentially the Canadian economy had so 
many idle resources at the outbreak of the war that a great 
part of the war effort to date has been provided by putting 
these idle resources to work. Once the economic resources 
of the country are reasonably fully employed there will be 
a greater tendency for prices to rise and the problem facing 
the Board will be much more difficult and acute. If the 
Board is to have any success under these conditions it is 
imperative that its activities should be co-ordinated with 
those of other governmental bodies and institutions in a 
single public policy; no one, for example, can maintain and 
fix prices if the public policy calls for an inflationary mone- 
tary policy. It is to be hoped, then, that the limitations 
within which the Board must work will be definitely recog- 
nized and appreciated. Indeed, its prospects for success 
depend directly upon these conditions. 


The recent order-in-council requiring 
New Foreign Canadian residents to surrender to the 
Exchange Foreign Exchange Control Board their 
Regulations holdings of foreign exchange—but not of 

foreign securities—has aroused consider- 
able speculation as to the immediate cause of the order.’ 
The most obvious suggestion is that the Board needs the 
exchange. While this may be true, it may nevertheless be 
doubted if the immediate need is so great as to necessitate 
such a move. The fact that foreign balances obtained 
through the sale of foreign securities may be re-invested 
before 3lst May argues against immediate need as the 
explanation of the order. If, however, this should be the 
explanation then it will not be long before the example of 
the British government will be followed and Canadians will 
be required to surrender their foreign securities as well. 
The view is also expressed that this may be a move to 
eliminate one source of American funds for the “black 
market” where the premium on American funds is much 
higher than the official Canadian rate. With the tourist 
season approaching the difference between the two rates 


2The Canada Gazette of 2nd May contained a codification of all the 
regulations of the Foreign Exchange Control Board to that date and 
amendments thereto. A copy of these regulations has already been 
sent by the Dominion Association to its members. 
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might cause some friction and it would be an advantage if 
the “open market” rate could be brought closer to the official 
rate. All this of course is merely speculation, but guess- 
work is inevitable in the absence of any official explanation 
for the move. 


We publish in this issue a summary of 
Dominion Textile the judgment of the Exchequer Court 
Company Tax Case of Canada in the appeals of the Do- 

minion Textile Company against re- 
vised assessments of the Minister of National Revenue. 


Readers will recall the interest surrounding the investi- 
gation of the Turgeon Commission into the textile industry 
in Canada and the report thereon tabled in the House of 
Commons on 31st March 1938. That report contained the 
findings resulting from an inquiry into that industry which 
lasted from March 1936 until March 1937. 


Dealing with the matter of profits made by the textile 
companies, of which the Dominion Textile Company was 
one, Commissioner Turgeon in his report at that time 
stated, “Some evidence was offered, and some argument 
took place, as to the reliability of the statements made by 
certain companies in respect of their annual profits. It 
was asserted that by means in some cases of secret inven- 
tory reserves and in other cases of improper charges to 
operations for depreciation, betterments, etc., the true 
profits were hidden away and not accounted for, for instance, 
to the income tax authorities. After hearing what was 
said on this subject, I concluded that the evidence necessi- 
tated further action and I referred the matters in question 
to the income tax office. I cannot say any more on this 
aspect of the subject at present because I know that that 
office is taking all proper steps to insure the payments to 
it of all moneys justly due, and I have no comment to make 
while proceedings are pending.” 


Readers will also recall that during the 1937 session of 
the Dominion parliament there was passed An Act to Revive 
and Amend The Business Profits War Tax Act, 1916. Follow- 
ing this the Minister of National Revenue affirmed assess- 
ments upon the Dominion Textile Company under The Busi- 
ness Profits War Tax Act, 1916 for the years 1915 to 1919 
both inclusive, and under the Income War Tax Act for the 
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years 1920 to 1934 both inclusive. The company appealed 
therefrom and the case thus came before the Exchequer 
Court. The judgment, which is a lengthy one, was rendered 
by Mr. Justice Maclean on 13th May last, and a complete 
copy thereof has already been sent by our Association to 
the reference library of each of the Provincial Institutes 
of Chartered Accountants. 


As the reader will note from the summary of the judg- 
ment, the court found that the company did not make any 
incorrect or false return, that there was no evidence to 
support the suggestion that it had concealed any facts that 
should have been disclosed relative to its profits, and that 
the company had fully paid any tax assessed upon it during 
the taxation periods in question. 


The Council of the Institute of Chartered 
Supplemental Accountants in England and Wales has 
Examinations been much concerned since the outbreak 

of war with the formulation of exemptions 
and concessions which will relieve the hardships otherwise 
bearing upon articled clerks as a result of the military or 
other national service to which almost all are subject. In 
its report to the annual meeting of the Institute last month 
it announced that the Examination Committee had been 
empowered to excuse, from the necessity of sitting again 
for subjects in which they had obtained a certain standard, 
any unsuccessful candidate who could produce satisfactory 
evidence that his studies had been seriously interfered with 
by national service. Any candidate to whom this concession 
is granted (and it may be granted only if he attained the 
“certain standard” in a specified number of subjects) is to 
be required upon re-examination in the remaining subjects 
to obtain a higher percentage of marks than that which is 
ordinarily necessary. The English Institute thus admits 
for the first time the principle of the supplemental examina- 
tion in individual subjects—but while doing so it seeks to 
guard against the deterioration of standards usually in- 
herent in a supplemental examination by requiring the 
privileged candidates to excel on the supplemental papers. 
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ACCOUNTING CONVENTIONS APPLICABLE TO 
THE CONSOLIDATED BALANCE SHEET 


By John Douglas Campbell, Chartered Accountant, 
Kingston, Ontario 


(Continued from April issue) 


1. second group of conventions to be examined in 
respect to the consolidated balance sheet is that con- 
cerned with the treatment accorded the item of interests of 
minority holders of subsidiary company shares. Since the 
usual method of presenting the consolidated balance sheet 
is to include in it the entire assets and liabilities of the 
group (excepting eliminations), the item of minority in- 
terests arises in all cases where the holding company has 
a part rather than a wholly owned interest in the subsidiary 
or subsidiaries. The various methods employed by Can- 
adian companies in the treatment of this item at present 
are disclosed by Table II. An examination of the table re- 
veals that ninety-three per cent of the companies which 
disclosed the item utilized the method of including the item 
as a separate division -on the balance sheet distinct from 
the capital division. 
TABLE II 


Methods Employed in Recording Existence of Minority 


Interest Holdings 
Number of Per cent 


Method Companies of total 
A Included as a subdivision under Capital 
(Number of consolidated balance sheets) 2 1 


'B Included as a separate item 
(Number of consolidated balance sheeis) 
1. Minority interests in subsidiary with 
no separate mention of any minority in- 
terest in the surplus of the subsidiary .. 16 
2. Minority interests in capital and sur- 
plus of subsidiary shown as a combined 
RC eT ay re Ore 6 
3. Minority interests in capital and sur- 
plus of subsidiary set out separately and 
extended as a combined total ........... 5 27 93 


Number of consolidated balance sheets ex- 
amined and disclosing existence of minority in- 
terests out of the 120 consolidated balance 
RE EINNNOD 5 e550 Sra e weve ose 'e Bis lace eee bie we 29 100 


If the consolidated balance sheet is essentially a form 
of the balance sheet of the holding company the purpose 
of such a balance sheet should be, as far as possible, to 
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disclose only the equity of the shareholders of the holding 
company and therefore the item of minority interests should 
theoretically be eliminated in the preparation of the con- 
solidated balance sheet. Montgomery states that in rare 
cases some corporations have attempted to follow this treat- 
ment and to apportion to minority interests their respective 
shares in each asset and liability. The usefulness of such 
a proportionate segregation is doubtful and, as Montgomery 
states, “has little to commend it.” 

“Some concerns instead of showing the minority in- 
terests as a liability in the consolidated Balance Sheet only 
bring in the proportion of the assets and liabilities attribut- 
able to the capital held by the Parent Company. This pro- 
cedure is not recommended.”? 


A. Included as a subdivision under Capital—The detail 
of this treatment of the item of minority interest is given 
in the following schedule of quotations taken from the pub- 
lished balance sheets of the two companies utilizing this 
method of presentation. 

(i) Capital stock issued and outstanding: 
Shares of subsidiary and sub-subsidiary outstanding (detail set 
out) 
Profit and Loss Balances 31st December 1938 
Brazilian Traction Light and Power Company 
Limited 
Subsidiary companies 


(Brazilian Traction Light and Power Company Limited) 


(ii) Capital and Surplus: 
Alberta Wood Preserving Co. Ltd.— 
7% cumulative redeemable preference stock: 
Authorized and issued: 
4500 shares of $100 each $450,000 
(645 shares have been redeemed and cancelled to 
3ist December 1938) 
Outstanding in the hands of the public 
(Dominion Tar and Chemical Company Limited) 


If the purpose of the consolidated balance sheet is as 
set out, the item of capital and surplus of the consolidated 
balance sheet should therefore portray the proprietorship 
interest or equity of the holding company’s shareholders. 
As the minority interests in the subsidiary do not repre- 
sent a part of the holding company shareholders’ equity, 
such items, if not eliminated, should be excluded from the 


iGarnsey, Sir Gilbert, Holding Company and Their Published Ac- 
counts, p. 43. 
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capital and surplus (that division representing the holding 
company shareholders’ equity) of the consolidated balance 
sheet. “Many consolidated balance sheets show the in- 
terests of minority stockholders as part of capital though 
segregated from the parent company’s capital stock and 
surplus. This plan may not bring out the facts.’ 


When the holdings of the public are represented by pre- 
ferred stock of a subsidiary, the common stock of which 
is held in whole or in part by the holding company, Mont- 
gomery states, “the equity of the common stock of the 
subsidiary is subject to the preference which has thus the 
effect of a liability, which should be set up separately, 
preferably between the liabilities and capital stock.” 


B. Included as a separate item—The detail of this treat- 
ment accorded the item of minority interests is given in 
the following schedule of quotations taken from the pub- 
lished balance sheets of the twenty-seven companies using 
this method of presentation. 

1. Minority interests in subsidiary with no separate 

mention of any minority interest in the surplus of the 
subsidiary : 


(i) Minority shareholders’ interest in subsidiary company 
seep ars (Southern Canada Power Company Limited). 

(ii) Preference shares of subsidiary company—dividends 
cumulative after 1938. (Canadian International Paper Com- 
pany). 

(iii) Equity of minority interests in subsidiary company— 
(Shares owned by directors as qualification). (Agnew-Surpass 
Shoe Stores Limited). 

(iv) Minority interests in foreign subsidiaries. (Ault & 
Wiborg Proprietary Limited). 

(v) Minority shareholders’ interest in subsidiary company. 
(Barker’s Bread Limited). 

(vi) Minority interest in subsidiary company. (Blue 
Ribbon Corporation Limited). 

(vii) Minority interest. (Brandram-Henderson Limited). 

(viii) Minority interest in partly owned subsidiary com- 
pany. (Canadian Airways Limited). 

(ix) Minority interest in subsidiaries. (Canadian Brew- 
eries Limited). 

(x) Minority shareholders’ interest in subsidiary compan- 
ies herein consolidated. (Irving Oil Company Limited). 

(xi) Cumulative preferred redeemable shares of subsidiary 
in hands of public. (Mercury Mills, Limited). 

(xii) Minority shareholders’ interest in subsidiary com- 
panies. (Silverwood Dairies Limited). 

2Montgomery, R. H., Auditing Theory and Practice (Fifth Edi- 
tion), p. 616. 


383 





THE CANADIAN CHARTERED ACCOUNTANT 


(xiii) Capital stock of [Subsidiary] Limited in hands of 
the public: Preferred 7% Cumulative, convertible, redeemable 
(7694 shares). (Standard Paving and Materials Limited). 

(xiv) Shares of subsidiary in hands of public. (Details 
set out). (United Steel Corporation Limited). - 

(xv) Capital stocks of subsidiary companies held by the 
public: 

[Subsidiary] Ltd. 5% Cumulative perpetual preference stock 
[Subsidiary] Ltd. 6% Cumulative preference shares. 


Minority shareholders of subsidiary companies. (British Col- 
umbia Power Corporation Limited). 

(xvi) Minority shareholders’ interest in subsidiary com- 
panies (consolidated herein) 
Preferred shares 
Earned surplus (representing accumulated arrears of dividends 


on preferred shares) 
Common shares. (Howard Smith Paper Mills Limited). 


2. Minority interests in capital and surplus of subsidiary 
shown as a combined total: 


(i) Share capital of [Subsidiary] Company Limited in 
hands of public (including proportionate interest in surplus). 
(Canadian Public Service Corporation Limited). 

(ii) Minority interest in capital stock and surplus of sub- 
sidiary companies. (International Power Company, Limited). 

(iii) Minority interests in capital stock and surplus of 


subsidiaries. (Montreal Light Heat and Power Consolidated). 

(iv) Capital stock of subsidiary company not held by 
Canadian Canners Ltd. and share of surplus applicable there- 
to. (Canadian Canners Limited). 

(v) Capital stock held by minority interests and propor- 
tion of surplus applicable thereto. (International Petroleum 
Company, Limited). 

(vi) Minority interests in capital and surplus of con- 
trolled Subsidiaries. (United Dairies Limited). 


38. Minority interests in capital and surplus of subsidiary 
set out separately and extended as a combined total: 


(i) To the public shareholders of subsidiaries: 


Capital Stock: 
6*@ cumulative convertible preferred shares of $100 each— 


Common shares of no par value 
Minority shareholders’ interest in surplus of subsidiaries. 
(Canada Northern Power Corporation, Limited). 

(ii) Minority interest in subsidiaries: 
Preference stocks—at par value (....) 
Common stocks (par or stated values) 
Proportion of surplus applicable to common stocks. (Domin- 
ion Gas and Electric Company). 

(iii) Minority shareholders’ equity: 
In capital stock of subsidiary companies 
In surpluses of subsidiary companies. (Quebec Telephone and 
Power Corporation). 

(iv) Shares of subsidiary company held by outside share- 
holders—At par value 
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Add Proportion of subsidiary company’s surplus applicable 
thereto. (Evans Coleman & Gilley Brothers, Limited). 
(v) Shares of subsidiaries in hands of public: 
Preferred shares 
Common shares 
Interest in surplus accounts. (George Weston Limited). 


As twenty-seven holding companies, out of a total of 
twenty-nine companies revealing the existence of a minority 
interest, have chosen to set out the item separately on 
their published consolidated balance sheets distinct from the 
capital division, it can safely be deduced that a convention 
has been developed as to the general treatment to be ac- 
corded this item on the consolidated balance sheet, namely, 
that it should be set out as a separate item on the liability 
side of the balance sheet distinct from the capital division. 
Montgomery in referring to this treatment of the item 
states: “The amounts of such interests of outside stock- 
holders are best placed in a position on the consolidated 
balance sheet between the actual liabilities and the capital 
of the parent company.’”* 

“Outside stockholders and their shares of the surplus 
accounts on the consolidated balance sheet should be re- 
garded as liabilities rather than net worth. Although not 
legal obligations, these equities possess some of the 
attributes of obligations in that their interests do not paral- 
lel those of the controlling equities.’’* 

“If on the other hand, only a portion of the subsidiary’s 
share capital has been acquired, a liability will have to be 
‘entered on the consolidated balance sheet, representing the 
interest of outside shareholders in the net assets of the 
subsidiary.’ 

Although an accounting convention appears to have been 
developed as to the general treatment to be accorded the 
item of minority interests, an examination of the examples 
submitted shows that in the majority of the cases (sixteen 
out of twenty-seven) no indication is given in the informa- 
tion presented on the balance sheet as to the treatment 
which has been accorded the portion of the surplus of the 
subsidiary applicable to the minority interests. An exam- 
ination of the published operating statements sometimes 
reveals the information as, 





3Montgomery, R. H., op. cit., p. 615. 
4Kohler, E. L., Accounting Review, March 1938, p. 638. 
5Byrd, K. F., Accountant, December 16, 1939. 
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“Consolidated profit and loss account: Minority in- 
terests share of profits —- London Paint Service Ltd.” 
(Brandram-Henderson Limited), 

but in certain other cases no indication is given in the 
supporting statements. In the sixteen cases examined 
seven gave no indication as to the existence of such an 
item in the consolidated profit and loss and surplus accounts 
whereas the remaining nine did present the information. 
In one of the nine cases (United Steel Corporation Limited) 
a notation was made on the consolidated earned surplus 
account that it included the surplus applicable to minority 
interests. 

In discussing the amount of information which might be 
disclosed in respect to minority interests, E. L. Kohler 
states “The amount of outside ownership equities, divided 
between capital stock and the various forms of surplus as 
they are reflected on the records of subsidiaries, together 
with adjustments thereof required by the elimination of 
intercompany gains and losses, are necessary details on the 
face of the consolidated balance sheet.’”* 

In regard to the six examples where a definite notation 
was made in the wording of the item that it included the 
minority interests’ share of the surplus of the subsidiary, 
Montgomery states that the only objection to this method 
is that it obscures the total amount of outstanding sub- 
sidiary stock in the hands of the public which may or may 
not be of significance depending entirely on the circum- 
stances existing. 

The final group of conventions to be examined in regard 
to the consolidated balance sheet is that concerned with the 
treatment accorded the item of subsidiary holdings of bonds 
and stocks of the parent company or other subsidiaries. 
The various methods employed by Canadian companies in 
the treatment of these items are disclosed in Table III. 

TABLE III 


Subsidiary Company’s Holdings of Stocks and Bonds of 
Parent Companies or Other Subsidiaries 
I Stocks 
A Shown as an asset 
1. Set out under the division of investments 
2. Set out separately 


B Shown as a deduction from capital stock .. 


¢Kohler, E. L., op. cit., p. 67. 
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Number of subsidiary compznies disclosing the 
holding of the stocks of parent company or other 
subsidiaries out of the 120 consolidated balance 


SS EI S55 Sis dae we ko xem cea Neabe 9 
II Bonds 
A Shown as an asset 
1. Set out under division of investments .. a 
Be WOt OWE BODATAORY o.6 idk Sse eicwwtawsese% 1 3 


— 


B Shown as a deduction from funded debt . 


Number of subsidiary companies disclosing the 
holding of the bonds of parent company or other 
subsidiaries out of the 120 consolidated balance 
UUENOUNE RUMMINUEINNSIDY 9555 65's 0 srs s eye-creicis eo apres a Saaasiem oe 4 


A. Subsidiary company’s holdings of stocks of parent 
company or other subsidiaries — The treatment of sub- 
sidiary’s holdings of stocks either of the parent company 
or other subsidiaries is given in the following schedules of 
quotations from the published consolidated balance sheets 
of the nine companies showing this item. 


A Shown as an asset 


1. Set out under the division of investments 

(i) Corporation’s shares purchased by subsidiaries for re- 
sale to customers and employees. (British Columbia Power 
Corporation Limited). 

(ii) Company’s own common stock held by subsidiary 
Companies. (Eastern Dairies Limited). 

(iii) Rogers-Majestic Corporation, Limited shares held by 
[Subsidiary] Corporation, Limited (at market value). 
(Rogers-Majestic Corporation Limited). 

(iv) Bonds, shares... (including 116 shares of Standard 
Fuel Company Ltd. 644% cumulative redeemable sinking fund 
preferred stock owned by a subsidiary company). (Standard 
Fuel Co. Limited). 

2. Set out separately 

(i) Investments in parent company owned by subsidiaries. 
shiniavare 2,400 common shares at cost—market quotation....... 
(United Dairies Limited). 


B Shown as a deduction from capital stock 


(i) Common 
Issued—80,000 shares ...... 
Less 375 shares held by subsidiary company. 
(Agnew-Surpass Shoe Stores Limited). 

(ii) Capital 
SOSUCE 2.540% 
Less stated value of shares held by subsidiaries. 
(Maple Leaf Milling Company, Limited). 

(iii) Capital 
Issued and fully paid: 20,000 Preferred shares 
Less—Par value of Preferred shares held by [Subsidiary] 
6; TAB: s28c%s (Western Grain Company Limited). 
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(iv) Share Capital 
Authorized and issued 
Deduct 27,000 shares owned by 
Subsidiary company 
(Canadian Western Lumber Co., Ltd.). 

B. Subsidiary company’s holdings of bonds of parent 
company or other subsidiaries — The treatment of sub- 
sidiary’s holdings of bonds of either parent company or 
other subsidiaries is shown in the following schedule of 
quotations taken from the published balance sheets of the 


four companies showing the item. 


A Shown as an asset 


1. Set out under division of investments 


(i) Stocks and bonds of other companies 
Company’s own bonds held by subsidiary company. 
(Eastern Dairies Limited). 

(ii) Bonds of the [Subsidiary] Company Limited of a 
par value of $18,785.33 held by subsidiary company in an- 
ticipation of Sinking Fund requirements. (Simpsons, Limited). 


2. Set out separately 
(i) Investments in parent company owned by subsidiaries 


$214,400 First Mortgage Bonds 
market quotation. (United Dairies Limited). 


B Shown as a deduction from Funded Debt 


(i) (Set out on a subsidiary schedule) 
[Subsidiary Company] bonds held by Parent 
company 
Redeemed 
Held by [Subsidiary] Co. Ltd. 
(British Columbia Power Corporation, Limited). 

The treatment accorded the item of subsidiary com- 
pany’s holdings of stocks and bonds of the parent company 
or other subsidiaries as disclosed by Table III shows that 
as yet there has apparently been no distinct convention 
developed in this matter. Considering the holdings of 
stocks and bonds jointly, 61.5 per cent (8) of the total 
number of balance sheets disclosing the item (13) show 
the item as an asset, whereas the remainder 39.5 per cent 
(5) show the item as a deduction either from capital stock 
as in the case of stocks or funded debt in the case of bonds. 
Any deductions must of course be viewed in light of the 
size of the sample. 

“Occasionally a subsidiary will be found to own some of 
the parent company’s stock. Here too an elimination is to 
be made of intercompany holdings, the parent company’s 
stock in the consolidated balance sheet being shown after 
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deduction of that portion held by the subsidiary. The effect 
is just the same as though the parent company had pur- 
chased some of its own stock for its treasury.’” 


“Unless intercompany holdings are so small as to be 
negligible, the balance sheets of members of a bilateral (or 
multilateral) group should never be published individually. 
The effect is precisely the same as though a company should 
conceal treasury stock under the caption ‘Investments,’ an 
overstatement of net worth.’ 


Montgomery does not refer directly to the treatment 
to be accorded this item, but in speaking of “bonds and 
preferred stocks” states: “Bonds of companies owned with- 
in the consolidation should be eliminated from the asset and 
liability side of the balance sheet thereby showing only 
those in the hands of the public as liabilities .... Inter- 
company holdings should be eliminated.’”® Previously in 
discussing the question of treasury bonds and stocks 
(American terminology) Montgomery states, “securities is- 
sued by a corporation and reacquired ought to take the same 
relative position in the balance sheet as the total issue of 
which they form a part. The treasury securities, regard- 
less of whether they are considered a temporary investment 
or not... . are after all nothing but either a temporary 
or permanent retirement of a part of the issues.””?° 


E. L. Kohler in discussing intercompany eliminations 
states, “shares of the controlling company’s capital stock 
-owned by a subsidiary before the date of acquisition should 
be treated in consolidation as treasury stock purchased on 
that date. Any subsequent acquisition or sale by a sub- 
sidiary should be treated in the consolidated statements as 
though it had been the act of the controlling company.” 
In the above quotation Kohler appears to draw a line as to 
the treatment to be accorded the item under discussion ac- 
cording to the time at which such arose. As he does not 
enlarge on the interpretation of his suggestion one is left in 
doubt whether or not the suggested treatment is not similar 





7Staub, W. A., “Consolidated Financial Statements,” The Account- 
ant, December 7, 1929, p. 737. 

8“Intercorporate Relationships,” American Accountant, April 1932, 
p. 106. 

9Montgomery, R. H., op. cit., p. 606. 


10Idem, p. 245. 
11Kohler, E. L., Accounting Review, March 1938, p. 67. 
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in both cases and if not what interpretation has been placed 
on “treasury stock.” 


“It sometimes happens that one of the subsidiaries holds 
some of the Parent Company’s shares and in a statement 
of net assets of subsidiaries alone the shares will necessarily 
appear as an asset, although in a consolidated Balance Sheet 
of the whole undertaking they would be deducted from the 
issued capital of the Holding Company.’’” 


“When one company holds bonds of a related company 
the bonds held as an asset by one company are sometimes 
offset against the bond liability of the other company, and 
only the net amount outstanding in the hands of the public 
is shown as a liability. It is preferable .... to deduct the 
intercompany holdings from the total liability in the con- 
solidated balance sheet.’* 

The Federal Reserve Board Bulletin Verification of Fin- 
ancial Statements (May 1929) states: “When corporations 
have temporarily invested funds in the purchase of their 
own stocks and bonds, these securities technically should 
be deducted from the corporation’s outstanding securities. 
Custom, however, has sanctioned the inclusion of such tem- 
porary holdings as investments; but where they are so held 
the fact should be clearly indicated on the balance sheet.” 
The above quotation although not parallel with the item 
under review does bear a marked similarity and could be 
applied in summing up the treatment in respect to the 
item as disclosed by Table ITI. 


To summarize the results of the study of the “Account- 
ing Conventions Applicable to the Consolidated Balance 
Sheet,” it may be said, 

1. That, although no generally accepted convention 
appears to have been developed in Canadian practice 
either (a) as to treatment of an excess or deficiency of 
purchase consideration or (b) as to the method of dis- 
closure of the item of a subsidiary company’s holdings 
of stocks and bonds of the parent company or other 
subsidiaries, it does indicate that practice has to some 
degree run parallel to theory and that conventions in 


12Garnsey, Sir Gilbert, op. cit., p. 34. 
13Finney, H. A., “Principles of Accounting,” Volume II, p. 249. 
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respect to these matters are in the process of develop- 
ment. 


2. That a convention has been developed consistent 
with theory as to the general treatment to be accorded 
the existence of minority shareholders’ interests, name- 
ly, that it be set out as a separate item on the liability 
side of the balance sheet distinct from the capital 
division. 


THE DEVELOPMENT OF FOREIGN EXCHANGE 
CONTROL PRIOR TO THE OUTBREAK OF WAR 


(An address delivered by Dr. F. Cyril James, Principal and Vice- 
Chancellor of McGill University, at the annual banquet of The Society 
of Chartered Accountants of the Province of Quebec, on Wednesday 
evening, 13th March 1940.) 

(Continued from May issue) 


Currency Stabilization 


Long before 1936, however, the evils of unregulated 
currency depreciation had become apparent to the countries 
concerned and each of them had taken steps to create 
“stabilization funds” for the purpose of minimizing the 
day-to-day fluctuations in the foreign exchange value of 
their currencies. Indeed the Tripartite Agreement that has 
just been mentioned was intended, among other things, to 
bring about a greater co-ordination of the operations of 
_the several stabilization funds. 


In actual practice, these stabilization funds operated on 
a day-to-day basis, and only in domestic currency or gold; 
they did not hold foreign currencies. Thus if the American 
stabilization fund felt that sterling was declining too rapid- 
ly on the New York market, it would sell dollars and pur- 
chase sterling—but this sterling would, at the end of the 
day, be resold to the British stabilization fund in exchange 
for gold. Conversely, if the American fund was selling 
sterling, to prevent what it considered too great a rise, the 
sterling would be obtained by means of a transfer of gold 
to the English fund. As a result of these operations, there- 
fore, it was apparent that the stabilization funds exercised 
just as great an influence upon the domestic money market 
of the country as they did upon the foreign exchange 
market, and serious problems arose from their activities. 
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The British Exchange Equalization Account, which was 
the first of these funds to be set up, began with its re- 
sources in the form of government obligations, which were 
promptly sold to commercial banks in exchange for sterling 
deposits. Since funds began to move toward London in 
large amounts soon after England had abandoned the gold 
standard, the fund used these sterling deposits to purchase 
gold in an effort to prevent too rapid an appreciation of 
the exchange rate. Such gold was promptly transferred to 
the Bank of England (in return for more sterling deposits) 
but prompt measures had to be taken to “sterilize” this 
gold and prevent it from augmenting the reserves of the 
central bank and encouraging expansive monetary policies. 
The fiduciary note issue—that portion of the currency pre- 
viously issued against government bonds — was therefore 
reduced by an amount approximately equal to the gold 
transferred by the stabilization fund, all of which was thus 
required to support the existing currency. Similarly, in 
January 1939, when the steady decline of sterling during 
the months following the Austrian and Czecho-Slovakian 
crisis had drained the Exchange Equalization Account of 
most of its gold, the Bank of England provided another two 
hundred million pounds of the yellow metal (in exchange 
for sterling deposits) and expanded the fiduciary issue by 
a hundred and seventy million pounds in order to preclude 
the possibility of any monetary contraction following the 
transfer. 


In the case of the United States, the stabilization fund 
was created with all its resources in the form of gold so 
that, in order to obtain dollars, it was compelled to deposit 
gold certificates with the Federal Reserve Banks. This 
process, which was greatly augmented in its effects by 
heavy imports of gold during the following months, neces- 
sarily enlarged the reserves of the banking system and 
aggravated the easy money conditions that prevailed 
throughout the country. To meet this situation, the 
Treasury, in December 1936, developed a plan for the ster- 
ilization of gold, under which the stabilization fund ac- 
quired dollars for its operations by means of the sale of 
government obligations to the commercial banks, and car- 
ried the incoming gold on its own books instead of trans- 
ferring it to the Federal Reserve Banks. 
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By this measure the American stabilization fund was 
placed in a position identical with that of its British 
counterpart, but not until the inflationary results of its 
operations had twice compelled the board of governors of 
the Federal Reserve System to raise the reserve reauire- 
ments for all member banks. Moreover, during the busi- 
ness recession that developed in 1938, the sterilization plan 
was first modified and then abandoned, apparently in the 
hope that its operations might help to encourage a revival 
in financial and economic activity. 


Obviously the operations of stabilization funds must al- 
ways restrict, in some measure, the power of the central 
banking authorities to control the money market, so that 
the closest co-operation is imperative. For this reason, if 
for no other, the British practice, which placed the man- 
agement of the stabilization fund within the general control 
of the Bank of England, had obvious advantages over the 
conditions that existed in the United States. But, even 
more significant than this, is the fact that stabilization 
funds may foreshadow a structural change in any future 
gold standard mechanism. By attempting to exercise con- 
trol over the general effects exercised by gold movements, 
they were developing a technique which (whether applied 
by the funds themselves or by central banks) would provide 
a means by which the aims that have already been discussed 
might be attained. 


Both of the methods of exchange manipulation that have 
been mentioned depended upon the normal operations of 
the foreign exchange market for their success. Even though 
they set out to influence the action of the market in regard 
to the determination of actual exchange rates they made 
no attempt to regulate that action in detail and did not 
endeavour to destroy the market itself. But there were 
many countries, caught in the crisis of 1931, that were less 
wealthy than any of those that have already been mentioned 
—countries that could not risk exchange depreciation be- 
cause of its probable effects upon the psychology of the 
people (many of whom had already experienced devastating 
inflation), and were not able to appropriate billions of 
dollars for the purpose of creating stabilization funds. For 
these a more effective, and cheaper, method of exchange 
control seemed essential. 
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German Exchange Control Methods 


Germany was the first country to introduce exchange 
control along these lines when, on Ist August 1931, the 
withdrawal of foreign short-term funds from the Berlin 
market had reached its climax. Hungary followed a week 
later and, by the middle of October, Greece, Yugoslavia, 
Czecho-Slovakia, Austria and Bulgaria had taken similar 
action. Denmark, Estonia, Latvia and Lithuania had es- 
tablished similar controls by the end of November, and the 
number of European countries that followed suit expanded 
steadily during the following months. Moreover, in July 
1932 Japan emulated the example that Germany had set, 
and carried the techniques of exchange control into Asia, 
while most of the countries of South America adopted 
similar policies shortly afterwards. But, in spite of her 
many imitators, Germany still remained the outstanding 
exponent of exchange control policies, which grew increas- 
ingly complex and ruthlessly efficient in that country with 
every passing month. By the beginning of 1939 twenty- 
five different control boards were supervising different sec- 
tions of Germany’s foreign exchange operations, each 
dealing with a separate category of receipts and payments, 
while the Reichsbank was charged with the general duty 
of co-ordinating these several activities in the interest of 
the German economy as 2 whole. 

To understand the technique of these exchange controls, 
it must be remembered that the nations which adopted 
them were, in every case, confronted with serious difficul- 
ties in regard to the balance of international payments. 
Aggregate exports were too small to pay for aggregate 
imports, either because of the frightened withdrawal of 
foreign funds during the panic or because of disequilibria 
between the domestic and international levels of costs and 
prices. Control was intended to provide, or maintain, a 
“favourable balance of trade,” so that it was compelled to 
maintain or increase the level of exports relatively to im- 
ports. 

Unfortunately, however, there is no power by which a 
country can compel a foreign nation to purchase increasing 
quantities of its goods, so that the only practical alternative 
was to control the volume of imports with an iron hand. 
All exporters (and, in most cases, others with foreign 
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claims or short-term balances in foreign money markets) 
were compelled to sell the resultant foreign claims to the 
central bank (or exchange control board) at a fixed price. 
In some cases this fixed price was uniform, but in others 
a variety of rates was established for the purpose of fav- 
ouring the exporters of commodities at the expense of 
other groups. Out of the foreign exchange thus received, 
all imports had to be paid for, so that the central bank 
or control board was compelled to establish an elaborate 
licensing system in each country and decide which requests 
on the part of potential importers would be granted and 
which refused. Moreover, on this side also, there was wide 
variation from one country to another. Some central banks 
established uniform rates for all sales of foreign exchange 
to importers, while others established a scale of rates de- 
signed to indicate the relative importance of the different 
types of foreign payments included. Broadly speaking, 
the number of different rates established by the authorities 
was directly proportionate to the complexity and efficiency 
of the control. 


To the extent to which such methods of exchange con- 
trol were successful in preventing the withdrawal of for- 
eign funds (as a result of the refusal of the central bank 
to supply foreign exchange for this purpose) they were 
immediately beneficial to the national economy of the coun- 
try that applied them. But, by reason of that very fact, 
they were distinctly unattractive to creditors in other 
countries who found that it was no longer possible to collect 
the debts owing to them by residents in the exchange- 
control country. Something had to be done to meet so 
one-sided a situation, so that many creditor countries in- 
sisted that some appropriate arrangement should be made 
by the exchange-control nations for the liquidation of their 
outstanding short-term (and, sometimes, long-term) inter- 
national obligations. 


International Payment Agreements 
The simplest approach to the problem was by means of 
payment agreements, such as those negotiated between 
England and Germany in 1934 and 1938, particularly when 
one of the countries that was involved had no desire to 
establish any form of exchange control within its domestic 
money markets. Under such a scheme German exporters 
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to England would be required to sell their sterling exchange 
to the appropriate control board, exactly as they had done 
prior to the negotiation of the agreement, while German 
importers would similarly be required to apply to the con- 
trol board for the license to import goods from England 
and the sterling exchange required to pay for them. All 
of this procedure was not affected by the payments agree- 
ments, which merely superimposed upon it the requirement 
that the German control office should set aside a certain 
portion of its sterling receipts for the purpose of paying 
off the debts that were due to Englishmen prior to the im- 
position of exchange control. 


All payment agreements follow this general plan, al- 
though there are wide variations as to the proportionate 
amount of foreign exchange receipts that must be set aside 
for the payment of foreign creditors, and also regarding 
the order in which different types of creditors are to be 
paid. By some such means, however, a very substantial 
portion of the short-term debts of the exchange-control 
countries had been liquidated by the end of 1938, and it is 


interesting to notice that short-term banking debts have 
everywhere received preferential treatment. Even under 
conditions of exchange control it is still considered neces- 
sary to “preserve a mechanism for financing international 
trade” that may once again be called into use at some future 
time. 


International Clearing Agreements 

In many cases, however, and particularly in those where 
both of the countries concerned had already established 
mechanisms of exchange control, the problem of settling 
debts was dealt with by means of elaborate international 
clearing agreements. By June 1935, more than a hundred 
of these agreements were in operation among twenty-three 
different countries and, as might reasonably have been ex- 
pected, Germany was the focal point of the new system. 


Such clearing agreements may be said to represent the 
extreme development of exchange control, since they oper- 
ate entirely outside the usual foreign exchange market. 
Indeed, if any country should handle all of its foreign trade 
under the terms of clearing agreements with each of the 
countries with which it dealt, there would be no foreign 
exchange market in that country at all. To take a specific 
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example, such as the agreement between Germany and 
Sweden, it was provided that all Swedish importers from 
Germany should settle their accounts by paying Swedish 
kronor into the control office of their own country, and out 
of those receipts the control office paid to Swedish exporters 
the price of the goods that had been shipped to Germany. 
Similarly, in Germany, the control office received Reichs- 
marks from merchants who had imported Swedish goods 
and used these funds to pay German exporters who sent 
goods to Sweden. 


All clearing agreements follow this general pattern, al- 
though there are differences in the order in which exporters 
are paid out of the funds in the hands of the control office, 
and also in regard to the use of such funds to pay off prior 
creditors. Emphasis must be placed upon the fact that 
foreign exchange, in the sense in which we have been using 
that term, does not enter into such an arrangement. All 
transactions take place within the country itself and in 
terms of the national currency. Even the excess of trade 
receipts over trade payments, which the control office of the 
creditor country receives as the primary purpose of the 
agreement, are received from its own nationals (who have 
exported goods to the debtor nation) and distributed, in ap- 
propriate fashion, among those of its citizens who are 
creditors of the debtor nation. No payments across na- 
tional frontiers are necessary and, even though an official 
exchange rate is usually named in the agreement, or agreed 
upon by the two control offices, it is usually an arbitrary 
figure that has no relationship to actual economic condi- 
tions. Moreover, owing to the elaborate nature of clearing 
plans, it is obvious that the regulation of exports which is 
exercised by the control office must be almost as meticulous 
as that which exists in regard to imports. 
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WHAT IS A FINANCIAL RATIO? 


By Paul J. FitzPatrick, Ph.D., 
Washington, D.C. 


REVIEW of accounting and financial literature dis- 

closes insufficient information as to the nature or con- 
cept of a financial ratio; as a consequence, the average 
reader of accounting and financial literature is somewhat 
puzzled or mystified by this statistical device. In other 
words, analysts assume that the average reader is already 
familiar with this tool and proceed to discuss the financial 
positions and trends revealed by the various ratios. 

A financial ratio may be defined as a fraction measuring 
the numerical relation between two relevant business or 
financial facts. It is customary to regard the first item of 
any ratio as the numerator and the second item, the de- 
nominator of the fraction. Thus the ratio gives a quotient 
which is expressed as a decimal obtained by dividing, for 
example, the current assets, say, $241,000 by the current 
liabilities, say, $100,000 resulting in 2.41. This numerical 
result is accordingly interpreted to mean that there are 
2.41 dollars of current assets to every one dollar of current 
liabilities. Hence the origin of the traditional expression of 
a “two-to-one current ratio.” Moreover, it is customary 
to multiply the quotient by 100 so that the result may be 
stated more conveniently in percentage form, for it is more 
meaningful to say 241 per cent than 2.41 particularly when 
several items are being compared. This method is ex- 


241,000 _ ene 
100,000 X 100 = 241 per cent. Or, stating it 


in another form, to change the decimal figure to a percent- 
age, one moves the decimal point two places to the right. 
We say, then, that ratio of current assets to current liabil- 
ities is 241 per cent. 

In the construction of a financial ratio, also termed 
accounting ratio, it is indeed essential that both the numer- 
ator and the denominator should have an inherent and 
comparable relationship to each other; otherwise, the com- 
parison is of little or no value. Current assets, for example, 
are compared with current liabilities for the reason that 
they represent a fund of short-term capital available for 
meeting the current obligations. Sales, moreover, are com- 
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pared with inventory because the primary objective of a 
business enterprise is to convert its inventory into sales at 
a profit—an energizing economic motive. Sales, further- 
more, are compared with fixed assets (total assets in the 
case of chain stores since the amount of their fixed assets 
is small) to observe if the enterprise is conducting an 
adequate or proper volume of business; for the same reason 
sales are also compared with net worth. In other words, 
the results disclosed by a financial ratio are only valid when 
the numerator and the denominator are logically compar- 
able. Ratios measuring and expressing improper and 
illogical relationships are of no value. Therefore, some 
definite and inherent relationship must exist between the 
two items or groups of items being compared. Only recent- 
ly the writer came across the ratio of sales to current 
liabilities being employed without indicating its significance 
or value. 

A financial ratio expresses a numerical relationship be- 
tween one item or group of items with another item or 
group of items which are logically comparable. In other 
words, it may be the relation between one item, sales, and 
another item, receivables; or between a group of items, cur- 
rent assets, and a second group of items, current liabilities ; 
or between one item, sales, and a group of items, net worth. 
Viewed from another angle, moreover, it reports the re- 
lationship between one item or group of items appearing on 
the balance sheet and another item or group of items ap- 
pearing on the income statement. From another viewpoint, 
furthermore, both items or groups of items constituting 
the numerator and the denominator of the fraction may be 
taken from the same financial statement, that is, the bal- 
ance sheet or the income statement. 

Ratios are useful for the check they impose upon pre- 
viously formed opinions—the objective factor thus checking 
the subjective factor as well as supplementing information 
obtained from other sources. Ratios, however, are never 
intended to be a substitute for sound judgment or critical 
thinking but rather to assist in reaching an opinion. 


Some Characteristic Features 
We may now point out some characteristic features of 


financial ratios. Since such ratios are numerical expres- 
sions of financial relationships, they are quantitative data 
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which lend themselves to scientific research. The ideal of 
research is objectivity, not subjectivity. They are, then, 
helpful tools in the hands of the investigator or the scientist 
in his endeavour to unearth new truths. We must not lose 
sight of the fact, however, that like any other statistical 
device they can be misused. Like all tools, they must be 
employed only within the range of their appropriate or 
efficient use; they can be used intelligently and construc- 
tively, or they can be used awkwardly and destructively, 
exactly as is true with every other tool. Thus ratios are 
arithmetical or mathematical techniques for reporting fin- 
ancial relationships of one fact to another. It is a study 
of proportions, one widely-known “proportion,” for example, 
being that of the Bank of England which reports the ratio 
of notes and gold and silver to its deposit liabilities. Ratios 
are also interpretative statistical devices for making fin- 
ancial statements more intelligible and thus are important 
aids in the interpretation of the dynamic aspects of the 
financial activity of economic organizations. They are tools 
for focusing judgment, and they facilitate comparisons and 
establish relationship indicating financial positions and 
trends. Ratios are also regarded as summary statistical 
data as well as economic variables; they are a composite 
for the reason that the quotient is resultant of variation in 
the numerator and the denominator of the fraction, both 
of which are also economic variables. This concept accord- 
ingly suggests that either the numerator or the denomin- 
ator can vary; hence, in employing ratios it is well to keep 
this feature in mind when interpreting the results revealed 
by the ratios. On the other hand, while seeming to possess 
a mystical appearance, ratios do not possess magical 
properties. 

Ratios are determined for each fiscal period for which 
a financial statement is published so that ratios may be 
studied from several angles. First, ratios of the current 
fiscal period with those of previous fiscal periods may reveal 
some interesting and, at times, important trends. Second, 
ratios of the current period with ratios of the same current 
period of other companies in the same industry or trade 
and operating under similar financial and economic condi- 
tions reveal not only the relative standing of the companies 
but also whether the company is below or above the average 
or typical concern, and how much. Third, ratios of the cur- 
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rent period may be compared with certain standard ratios 
which may be an average of ratios of comparable companies 
and perhaps modified by a trace of the ideal or hoped-for 
standard, because, after all, standards should be regarded 
as goals, not merely norms, as Professor Paton has pointed 
out. The construction of standard ratios presents many 
difficulties, however, which is beyond the scope of this 
article. 

Therefore, by a comparison of ratios for successive fiscal 
periods, the analyst is able to observe changing relation- 
ships—which are inevitable in this dynamic economic world 
—and thus determine whether the financial condition of 
an enterprise is becoming more favourable or unfavourable. 


Ratios as Interpretative Devices 

The theory of ratio analysis assumes that the items or 
groups of items appearing on financial statements bear a 
proper or logical relation to one another. Credit and finan- 
cial analysts are well aware from past experience that there 
is a normal or desirable relation between current assets and 
current liabilities, net worth and debt, current assets and 
total assets, fixed assets and total assets, sales and inven- 
tory, sales and fixed assets and other financial relationships. 
They realize that any one item or group of items taken by 
itself has little or no significance; they must be compared 
with other items or groups of items to be meaningful. 
Furthermore, since changes in one relationship invariably 
produce changes in other relationships, it is therefore desir- 
able that we study, analyze and assess the financial indica- 
tions reported by the ratios. 

When these financial relationships, as expressed by 
ratios, are seriously disturbed or distorted, the business en- 
terprise is suffering from one or more financial ailments 
which, if not remedied, may lead to financial invalidism— 
that is, a creditors’ committee or receivership—or to fin- 
ancial death which is bankruptcy. Thus financial ratios are 
important diagnostic instruments for observing not only 
whether the business enterprise is well or ill but also for 
prescribing the proper financial and business remedies when 
some financial ailment exists. Therefore, the use of ratios 
by analysts in the study of the body economic is not unlike 
that of medical practitioners who observe blood pressure, 
pulse, temperature, blood colour and count, and other fac- 
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tors so helpful in studying the human body and thus detect- 
ing possible symptoms of disorder or disease. Another 
analogy which may be suggested is that ratios are to fin- 
ancial management and administration as the compass is 
to the pilot of a ship. If ratios do express and point out 
desirable relationships, they should be employed, observed 
and studied. The establishment, therefore, of relationships 
by means of financial ratios is essential for the reason 
that no single item or group of items appearing on financial 
statements is by itself of significance. It should be kept 
in mind that ratios are not to be employed as a sole basis 
for determining and assessing the financial situation and 
tendencies of a business enterprise. The character of offi- 
cials and their managerial ability and the phase of the 
business cycle are some of the other important factors to be 
considered too. Yet since ratios are merely interpretative 
devices they are not to be regarded as panaceas. 

In the employment of ratios, it should be borne in mind 
that they should be used with discriminating care. Certain 
ratios apply to special types of economic units and in certain 
situations. The current ratio can properly and effectively 
be employed in analyzing the working capital position of 
retail establishments, wholesale houses and manufacturing 
enterprises but is of little value in analyzing the working 
capital position of banks, insurance companies, public 
utilities and railroads for the reason that the nature of the 
financial operations of the latter group of enterprises is so 
different that working capital is of secondary importance. 
Banking institutions, moreover, have their own special set 
of ratios which can not be used in analyzing the former 
group of concerns. To mention only a few, certain of these 
ratios are loans and discounts to total deposits, total de- 
posits to net worth (that is, capital, surplus, and undivided 
profits), loans and discounts to net worth, and time deposits 
to total deposits. Therefore, the need for discrimination 
in the use and application of financial ratios is evident. 

Classification of Ratios 

While no authoritative classification of ratios has as 
yet been established, it may be of some interest to men- 
tion that of one well-known exponent of ratio analysis, 
Alexander Wall, Secretary-Treasurer, Robert Morris Asso- 
ciates, a national organization of bank credit men, who 
states: 
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These salient ratios divide themselves quite naturally into 
two main groups. In the first of these we find those ratios which 
are computed from items found on the balance sheet itself. In- 
asmuch as the balance sheet reflects the position of the company 
at rest for an instant of time, they are developed from facts that 
are momentarily at a standstill and for descriptive purposes have, 
therefore, been called static ratios ... The second grouping of 
ratios covers those in which sales are related to one of the state- 
ment items. These ratios express energy, effectiveness of action, 
or power. Again for descriptive purposes these ratios have been 
called dynamic ratios. 

Another possible classification of ratios is to label as 
financial ratios those relating to the balance sheet and as 
operating ratios those relating to the income statement. 
Yet in the last analysis all are financial ratios for the reason 
that they are reporting financial relationships (that is, they 


relate to the financial activity of the business). 

From another viewpoint, one attempt has been to place 
ratios in categories according to the purpose of the analyst 
himself. One set of ratios is used to measure earning 
power; another set to measure working capital; still an- 
other to measure the business expansion; and so on. 

In conclusion, the writer is not unmindful of the fact 
that there is a lack of uniformity among financial state- 
ments due not only to the inadequacy of certain accounting 
terminology but also to certain unstandardized accounting 
practices. Specifically there is a need for uniform treat- 
ment of depreciation. Yet these weaknesses are gradually 
being overcome by the efforts of the Securities and Ex- 
change Commission, The American Institute of Account- 
ants, the Robert Morris Associates, the New York Stock 
Exchange and other groups directed toward some agree- 
ment as to accounting terminology and to certain account- 
ing principles and practices. Finally, ratio analysis should 
be applied only to those financial statements properly pre- 
pared by reputable accountants. 
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WAGE POLICY IN WAR TIME* 


By Professor W. A. Mackintosh 
Kingston, Ontario 


_— characteristics of any national problem and the best 

ways of attacking it depend in large part on the par- 
ticular set of circumstances which surrounds it. At pres- 
ent, the circumstance which is of dominating importance 
is that the country is at war, and we must assume that 
the war is not just a little war, nor yet an imitation war, 
but one which may well be prolonged, and may well absorb 
more of common effort than we, even at this juncture, con- 
ceive possible. 

In the other war, that of 1914-1918, we were able to 
obtain most of the extra requirements of war by a fuller use 
of our resources, equipment and man power. We had just 
completed a period of construction, and we had laid out a 
great agricultural area which had not, prior to the war, 
gone fully into use. In the main, the products required 
were food products which we were prepared to produce. 
The cessation of construction after the great period, 1900- 
1913, released labour for other purposes, and credits from 
the United States facilitated our expansion. In this, as in 
other countries, the government reserved to itself most 
of the great increase in production by a process of inflation. 
Some incomes rose faster than the cost of living, and pro- 
vided surpluses from which the government could obtain 
funds by taxation and borrowing. Some incomes lagged 
behind the cost of living, and those who received them had 
no option but to limit their consumption. 

In the main, our increase in production was so great 
that there was little real pressure on the country as a whole 
though, here and there, particular groups were hard 
pressed. From such records as we have, it is indicated that 
the wage rates of skilled labour lost in purchasing power up 
to 1917, and it was not until the end of 1918 that their pur- 
chasing power was equal to that at the beginning of the 
war. The wage rates of semi-skilled and unskilled labour 
did not lose so much in purchasing power (probably because 
the inflow of immigrants was suddenly shut off), and they 


*An address given at a conference on Industrial Relations sponsored 
by Queen’s University, Kingston, 10th-12th April 1949. 
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recovered the purchasing power of 1914 rather earlier. 
Particularly in the middle years of the war, this fall in the 
purchasing power of wage rates was offset, and, in some 
cases, much more than offset, by elimination of short time, 
a higher proportion of overtime, and an increased number 
of earners in each family. In other words, family earn- 
ings advanced in purchasing power much farther and earlier 
than wage rates. 


The adjustment of wages to rising prices in the other 
war was not brought about without many industrial dis- 
putes and without, in the later years, serious disruption of 
union organization. It necessitated, further, a difficult 
downward revision of wages following the collapse of prices 
in 1920. 


For this war, governments and peoples in this country, 
and still more so in Europe, have set their faces against 
a repetition of the inflation of the last war. Its disruptive 
social results and its unfairness were so manifest that the 
memory of the inflation period is still vivid. And yet in- 
flation in its early stages is seductive. It passes in succes- 
sion through the well-known stages of intoxication — the 
jocose, bellicose, lachrymose and comatose. 


In the present war, both here and abroad, we have more 
knowledge and better instruments for combating inflation, 
and as long as there is a will, not merely on the part of 
the governments to use those instruments, but on the part 
_ of the people to accept and co-operate in their use, the odds 
are against any great inflation. In the words of the Gov- 
ernor of the Bank of Canada: 

The success of such an effort in any country where it is made 
will, no doubt, largely depend upon the degree of public under: 
standing and acceptance of the fact that the direct form of sacrifice 
is more equitable, and in the long run less costly, than any other 
method of dealing with the financial problems of a war. 

The greater, however, the pressure of war on our eco- 
nomic life becomes, and the less alert the popular intel- 
ligence, the greater the danger of such inflation. The great 
rise in food prices experienced in the other war does not 
seem likely to be repeated. The United States, which then 
actively promoted inflation, now shows an almost undue fear 
of it. We have, then, a very good chance of avoiding this 
most undesirable of all ways of extracting from the people 
of the country the materials and services necessary for 
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carrying on war. We shall avoid it, however, only if we 
resist it intelligently. 
The Cost of War and Its Distribution 

The Minister of Finance has spoken of spending 
$500,000,000 in the next fiscal year for purposes of defence. 
If experience in the past is any guide, the amounts sug- 
gested after six months of war are likely to prove under- 
estimates. 

Arithmetically, it would be possible with a moderate 
margin to raise additional sums of this magnitude by con- 
fiscating the excess of all incomes over the statutory income 
tax exemptions. Practically, when we take account of the 
reduction in other tax revenues, including those of munici- 
palities and provinces, which this would involve, it would 
not be possible, even if it were thought by the electorate 
to be equitable and by the government to be desirable. 

One must keep clearly in mind that, with limited ex- 
ceptions, it is impossible to postpone the cost of war. Ma- 
terials and services needed for war have to be provided 
when they are needed, and their cost has to be incurred 
now. To the extent that as a nation we can borrow abroad 
and obtain foreign products for our borrowings, we can 
transfer the cost to a later generation, but borrowing among 
ourselves will not postpone it, and the opportunities for 
foreign borrowing in this war are practically non-existent. 

Only by increasing the excess of our production over 
our private non-war consumption and what is required to 
provide for the equipment and maintenance of essential in- 
dustry can we make provision for the war. For the time 
being, fortunately, the problem is not one of forcing a re- 
duction in consumption, or of curtailing standards of 
living, but rather one of tempering the increase which 
higher earnings are likely to bring. We may hope to re- 
employ our idle and under-employed labour, and it is not 
only reasonable but desirable that the consumption of these 
people should increase. As the war goes on, however, it 
will be increasingly necessary to see that the increase in 
production goes into war uses. A very great deal of the 
necessary stabilizing of consumption can be effected merely 
by making use of our houses, automobiles, clothing and 
such like for longer periods than customary and by eliminat- 
ing some luxuries. 
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We have already experienced some, though very little, 
rise in the cost of living. By and large, the cost of living 
is very slightly higher than it was two years ago. There 
may be some further increases. The premium on United 
States money has increased the cost of some necessary im- 
ports. The cost of other imports has been increased by the 
great rise in ocean freight rates and marine insurance. For 
other reasons, certain other prices outside Canada have 
risen, and these we cannot avoid paying except by doing 
without the goods. The major increases have been in food 
prices which were in August, 1939, abnormally low and are 
no more than a moderate righting of the balance between 
agricultural and industrial prices. Such increases in the 
cost of living we must, in gene’ ., submit to as we must 
submit to heavy taxation and by postponing some of our 
consumption add to the savings put at the disposal of the 
government. The only alternative, if people are really in 
earnest about the war, is inflation, which is a crude and 
unjust but very. effective method of forcing people to 
economize. 

Wages and the Cost of Living 

The most frequent occasion for wage disputes during 
war time is the rising cost of living which, as just pointed 
out, it is impossible entirely to avoid. It is possible for 
some groups to be protected against this rising cost of living, 
but it is impossible to protect all groups against it except 
by an extremely ruthless and pervasive system of taxation 
. striking directly and with very rough justice at every in- 
come earner. Further, if the war effort develops on the 
scale anticipated, it is impossible to protect all wage-earning 
groups against limitations in consumption. Some rise in 
the cost of living must be expected as part of the cost of 
war. 

If we were experiencing a peacetime expansion of in- 
dustry, it would be desirable that wage earners should be 
fully protected against substantial changes in the cost of 
living; otherwise, they would be contributing by the fall 
in the purchasing power of wage rates to inflation of profits. 
But, in war time, unless one arranges for a very small and 
inexpensive war, it is not possible to give full protection 
to wage earners. They are too large a part of the total 
population and the war need is too great. They are, how- 
ever, fully entitled to know that such rise in the cost of 
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living as takes place is necessary, and is not mere profiteer- 
ing. There must, therefore, be continuous investigation 
and even policing of prices to see that producers or dealers 
are not exploiting temporary shortages and enhancing their 
own profits without making any important contribution to 
relieving the shortage. The wage earner who is affected 
by a higher cost of living is entitled to know that to the 
degree that his failure to obtain higher real wages is in- 
flating profits, the government is commandeering by taxa- 
tion profits and higher incomes for war purposes. In ac- 
cepting such a rise in the cost of living, however, we must 
not allow it to fall with gross inequality on different groups. 
The worker is entitled to assurance that the burden thrust 
on him by the war shall be a limited one and within his 
capacity, not striking his standard of living with dispro- 
portionate severity. 

It is most important then to follow in wage negotiations 
during the war a policy which will, on the one hand, mini- 
mize the dangers of inflation with all its injustice and avoid 
starting the upward spiral of prices and wages, which, once 
started, is difficult or impossible to control, while, on the 
other hand, protecting wage earners against having dispro- 
portionate sacrifices thrust on them by such increases in 
the cost of living as may be unavoidable. These principles 
were admirably stated in an article in the London Economist 
of January 20th, 1940: 


The first principle of wage policy in war time must inevitably 
be that enunciated by the Prime Minister (Mr. Chamberlain). Any 
attempt to raise all wage rates in proportion to the rise in the 
cost of living must be self-defeating. But there should be a second 
principle also; no one whose wages provide no margin over the 
cost of minimum subsistence must be pushed below that level by 
the rise in prices. These should be the limiting factors; on the 
one hand, no general adjustment to the cost of living; on the other 
hand, no refusal to help those already on the poverty line. 


A war-time policy might well envisage higher earnings 
to labour arising chiefly from more employment but with 
wage earners’ expenditures modified in part by some in- 
crease in the cost of living and some increase in taxation, 
and, mainly, by substantial increases in savings. 

It might envisage also higher earnings to capital arising 
not from increased profit margins but from a greater volume 
of production. Such higher earnings, after providing for 
special war-time depreciation, should be reduced by heavier 
taxation to nearly pre-war levels. 
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In order to facilitate the adjustment of wage payments 
and avoid frequent negotiations, there is a great deal to 
be said from the establishment, in wage contracts, of cost- 
of-living bonuses. It is no more than fair that those with 
relatively low incomes should be protected against dispro- 
portionate burdens thrown on them by a rise in prices. It 
is even more important that they shall be given assurance 
that they will be so protected. It is not, however, possible 
to grant full protection to all wage earners, and there is a 
danger that ill-considered schemes which would over-protect 
certain groups of wage earners will start an upward spiral 
of inflation. 

As a practical suggestion, therefore, it should be con- 
sidered whether there should not be a moderate initial 
cushion. For example, it might be agreed that a cost-of- 
living bonus would go into operation only if the cost of 
living rose by more than five or six per cent above its 
present level. This would allow for such increases as may 
be unavoidable and give the War-time Prices and Trade 
Board a margin within which they could combat unneces- 
sary increases in living costs. 

Further, a straight percentage bonus on wage rates, and 
still more so on earnings, tends to over-protect the more 
highly paid workers against increases in the cost of living. 
This will be seen when it is remembered that for many, 
more continuous employment provides a substantial in- 
_ crease in earnings even at the same rate of wages. It is 

suggested, therefore, that a cost-of-living bonus should be 
a flat rate of so many cents a day or per week calculated 
from the increase in a moderate budget of the necessaries 
of life and paid equally to workers regardless of differences 
in their wage rates. The budget used should exclude as far 
as possible increases in taxation intended to fall on the 
consumer. 

Again, since it is undesirable that there should be fre- 
quent adjustments giving rise to frequent disputes as to 
whether the cost of living had risen by one per cent. or 
1 1/10 per cent since the last adjustment, it is better that 
adjustments be made at stated intervals, not too frequently, 
say quarterly or semi-annually, and then only if the cost 
of the necessaries of life by the agreed measurement has 
risen by a substantial amount, say five per cent, since the 
last adjustment. 
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Such an arrangement, and I am far from being dogmatic 
about the detail of it, would afford the wage earner assur- 
ance that while he would not be exempt from some pres- 
sure in war time, he would not find his wages subject to 
such inroads from increasing cost of living that his basic 
standard of living would be imperilled. It would assure his 
organization, if he were a union worker, that wage adjust- 
ments justified by increases in the cost of living, would be 
made smoothly and regularly without frequent dispute and 
without the destruction of existing wage scales. 


Depressed Wages 

In what I have said so far, I have been speaking only 
of the relation of wages to the cost of living. I am not for 
a moment suggesting that all wage rates should be frozen 
at pre-war levels. That would be both unreasonable and 
unfair, except to the extent that all other prices and incomes 
were similarly frozen. In any trade in which sound reasons 
for a minimum wage, either by legislation or by collective 
agreement existed before the war, such reasons in almost 
all cases still exist. 

Even though most wage rates are at or above the level 
of 1929, I am sure that there are many individual wage 
rates which have not recovered from depression levels and 
which should recover in a period of increasing employment. 
My point is that this problem of wages in depressed trades 
or areas is a different kind of wage problem, and that we 
should create confusion and trouble if we offer a rise in the 
cost of living as a justification for the adjustment of this 
type of wage when there exists a better and more valid 
justification. As a rude measure which might have some 
practical justification, one might suggest that for wage 
rates whose present purchasing power is less than that of 
1929, the presumption is in favour of an increase in rates 
if employment in that trade is increasing, or if the surplus 
of workers in that trade is being drawn off. With regard 
to wage rates in the opposite category, namely, in which 
the purchasing power is greater than in 1929, the burden 
of proving whether the increase was justified on grounds 
other than a rise in the cost of living would rest on the 
recipients of such wages. 


Wages and Labour Shortages 
Long before all idle labour is re-employed, there always 
arise shortages in particular places and particular trades. 
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These become the basis for competitive bidding for labour 
and the occasion for claims for increased wages and for 
negotiations. The claims may be legitimate enough if 
wages have been greatly depressed, but except for the argu- 
ment of an impaired standard of living the economic pre- 
sumption is against an increase in wages if there is still 
unemployed labour in that particular trade, even though 
there is a local shortage. It is one of the functions of a 
well-run employment service to see that a surplus in one 
place is used to repair shortages in another. It will be 
against the national interest and against the long-run in- 
terests of labour to exploit such situations. 

There will arise, however, with increasing frequency, 
cases in which there is a genuine shortage in particular 
trades. In the circumstances of war, as in those of peace, 
such a shortage is, I believe, a justification for an increase 
in wage rates, but an increase more moderate than in peace 
time. Regard should be had, however, not merely to the 
short run but also to the long run. From the point of view 
of labour, as well as that of capital, it will prove short- 
sighted to negotiate wage increases to a level which cannot 
be long maintained. It would seem to me desirable, there- 
fore, where a shortage of particular types of labour is oc- 
casioning wage increases, that not only should the increases 
be moderate but the wage negotiations should be broadened 
to take in the whole question of recruiting, training, and, 
in some cases, dilution. Since this has been the subject 
of another discussion at this Conference, I shall not enter 
into it except to emphasize that it has an important rela- 
tionship to wage policy. The justification of an increase in 
wages because of labour shortage is to draw more labour 
into the scarce trade. It should, therefore, be a part of the 
agreement to make provision for orderly recruiting, ex- 
panded apprenticeship, or other training, or, if the long- 
run interests are better served thereby, dilution of skilled 
labour. It might well be a function of government to sat- 
isfy itself that proper provision of this sort was made. 

Regard must be had, of course, not merely to the build- 
ing up of the personnel of the trade immediately, but also 
to the possible surplus of such labour in the post-war period. 


Earnings and Savings 


I frankly hope that increases in wage rates during war 
time will be limited in scope and will be mainly of the three 
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types mentioned—to protect standards of living to remove 
depressed wages while absorbing the surplus of labour else- 
where, and to give moderate direction to the flow of labour 
toward the scarce trades. 

I expect, however, that there will be, indeed there have 
already been, substantial increases in annual family earn- 
ings through more continuous employment, bonuses, over- 
time, and employment of dependents. It is doubtful if it 
will be possible for wage earners to enjoy immediately the 
full equivalent in goods and services of these increasing 
earnings. To the extent that they and other parts of the 
population try to do so, they will be soon bidding against 
the government and their extra earnings will be lost, ab- 
sorbed in higher prices. Increasingly, therefore, it will be 
sound planning for better paid workers to save their extra 
earnings, to be spent at a later period when value can be 
got for them. There is not time to enter fully into this 
subject now. Unemployment insurance will help. The pro- 
vision by war industry of funds out of which dismissal 
wages may be paid should be explored by both workers and 
management. Organized savings schemes should be con- 
sidered in relation to the savings certificates which the 
government will soon issue. Individual voluntary saving 
has a big role to play. Any system of compulsory saving in 
this country is too clumsy and rigid, but without very sub- 
stantial response in the near future to voluntary savings 
programmes, the extra earnings of war time will be lost, as 
completely as if dropped down the drain, and the post-war 
re-adjustment will be made the more difficult. 


Summary 


In what I have said I have covered only a few points in 
a sound war-time approach to wage policy. I would hope 
that in a discussion many other points would be added, and 
that my own very general suggestions might be brought 
down to earth by those of practical experience in wage 
negotiations. I would emphasize that in what I have said, 
while I have had in mind the general national interest, I 
believe that adherence to principles of this sort would also 
be, in the long run, in the interests of the wage earners 
themselves and of their organizations. 

I would emphasize further that what I have said applies 
solely to war-time conditions. A war, such as is in pros- 
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pect, imposes burdens which are inescapable. The comfort- 
able suggestion that the cost should be borne by those some- 
what better off than we are will not stand the test of simple 
arithmetic. It is necessary to the best of our ability that 
we make arrangemens which will distribute those burdens 
with some approximation to justice, and in such a way that 
post-war adjustment shall be made as easy as possible. In 
making such arrangements, we will have to face facts and 
not base our opinions on fancies or wishes. 

It is with this in mind that I have suggested that we 
should seek to give security to wage earners against serious 
increases in the cost of the necessaries of life, and that we 
should refrain from agreements that will give over-protec- 
tion. Such over-protection is false and can only be given 
to a few. 

It is suggested, further, that the war should not be used 
as an excuse for hindering revisions of the wage structure 
which are made necessary because of the prolongation of 
the depression. 

Finally, I have suggested that to any wage increases 
which arise because of shortages of particular types of 
labour, there should be added agreement on ways of dealing 
effectively with such shortages. 


ECONOMIC MATURITY AND STAGNATION IN 
INVESTMENT 


Editor’s Note: This is the ninth in a series of articles by Professor 
McQueen of the University of Manitoba on financing the war. 


iad the financial press of the United States one detects 

without difficulty a note of surprise and wonder concern- 
ing why the industrial revival which is always so obviously 
just around the next corner is never quite achieved. Even 
the financial writers are not so naive as to believe that the 
uncertainty associated with the coming November elections 
is a sufficient explanation of the situation. Indeed for once 
the financial press has found itself forced to consider ser- 
iously a question which has been for some time a lively 
matter of discussion in academic circles. This question is: 
Has the American economy ceased to grow at its former 
rate, and is this decline in the rate of growth an adequate 
explanation of the difficulty of obtaining prosperity and full 
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employment? From the recently released press summaries 
of the report of the Rowell-Sirois Commission on Dominion- 
Provincial Relations in Canada it is apparent that the same 
question concerning our own country was at times in the 
minds of the research staff and of the commissioners them- 
selves. Are we, in short, on the North American continent 
in for a period of long-run industrial stagnation merely 
because the great days of our growth are behind us? 

Of course business judgment broadly inclines to the 
view that the present difficulties lie in institutional arrange- 
ments and practices which have been allowed to grow up 
under government auspices and that all that is needed to 
restore our waning industrial energies is a return to pre- 
Rooseveltian rugged individualism and free enterprise. 
Economists would be more willing to listen seriously to 
this argument if the business groups would not forever 
harp on the evils of trade unions, social security legislation 
and agricultural relief measures while at the same time 
remaining silent on the manifest evils of the monopolistic 
practices of business. It is also clear that in Canada the 
degree of monopolistic restriction in our economy is greater 
than most Canadians realize. All these restrictions in a 
capitalistic economy are often, but not always, the symp- 
toms of deeper difficulties and we are thus forced again to 
consider whether the disappearance of the growth factor 
is not the significant element in accounting for these symp- 
toms. 


In the heat of discussion the argument has ranged wide- 
ly and there has been more vigorous asseveration than il- 
lumination. One writer claimed that since George Wash- 
ington on his estate could always have found employment 
for his slaves there is no reason why we should not always 
find jobs for our workers. After Washington had completely 
equipped himself with the capital instruments of his day 
he would be limited only by his own imagination and in- 
genuity in finding new occupations for his slave gang. An 
acute critic however observes in reply to this argument: 
“But Washington had no problem of reconciling the prefer- 
ences of the beneficiaries of the common production with 
his own decisions. In his patronial community he both 





1Reynolds, L. G., Control of Competition in Canada, Harvard Studies 
in Monopoly and Competition, No. 2, Cambridge, 1940. 
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guided production and determined distributive shares.” We 
have today a name for a society where one man guides all 
production and determines distributive shares and while 
such a system would solve some of our economic problems 
we properly hold the remedy to be worse than the disease. 
It is clear that the institutional intricacies and functional 
difficulties of democratic capitalism are great indeed but we 
must be assumed to believe in the system and in this system 
George Washington analogies simply do not apply. 

Those who allege that industrial stagnation is upon us 
and will stay with us unless appropriate measures are taken 
cite in support of their position several arguments. They 
point out, which is true beyond need of specific citation, that 
the rate of growth of population is declining so appreciably 
that the United States will very shortly have a static 
population. In the case of housing, for example, this means 
that the annual requirement of houses will be merely a 
replacement requirement rather than a replacement require- 
ment plus a growth requirement which was the condition 
while the population was still growing. They point out also 
that the agricultural land has now all been accounted for 
and that there is thus no growth factor left in the agricul- 
tural industry. Most significantly however they point out 
that there are no new great and developing industries in 
sight comparable to the existing steel, electrical and auto- 
mobile industries. The great spurts of progress in the past 
have been due, say they, to the enveloping spread of these 
industrial giants across our economy and we need expect 
no similar spurts from mere improvements of existing in- 
dustrial processes nor from piddling innovations in tech- 
niques or organizations. In this connection it will be re- 
called that Messrs. Stettinius of United States Steel, Sloan 
of General Motors, and Young of General Electric testified 
in Washington recently that they did not think that their 
industries would ever have to appear again as significant 
borrowers on the American money market. With the period 
of railroad expansion behind us and with these three other 
giant industries having obtained their full growth it does 
seem arguable that great new openings for investment are 
not as obvious as they used to be. 

Given that these arguments have some validity it does 
seem that the financial writers have some reason to be 
worried. If investment opportunities have declined rela- 


415 





THE CANADIAN CHARTERED ACCOUNTANT 


tively to savings it may well be that the consequent lower 
rates of interest involved in this situation offer no solu- 
tion. For, as has been pointed out by some of the theorists, 
rates of interest may go so low that lenders prefer to “re- 
main liquid” rather than to lend for investment which is 
always, even in the best of circumstances, a somewhat risky 
undertaking. “Remaining liquid’ means holding funds idle 
and idle funds set nobody to work, either in the consumption 
goods industries or in the capital goods industries. Stagna- 
tion is a theoretical possibility unless investment opportuni- 
ties revive and the present impasse in the United States 
looks enough like what some theorists have been talking 
about to interest the financial writers. Expenditures for 
war could postpone this stagnation for some time and this 
fact has of course not been missed by the political realists. 


R. McQueen. 
20th May 1940. 


THE DOMINION TEXTILE COMPANY LIMITED CASE 


A Decision under the Business Profits War 
Tax Act, 1916, as Revived in 1937 


The Dominion Textile Company carried appeals to the 
Exchequer Court of Canada from decisions of the Min- 
ister of National Revenue affirming assessments made in 
1937 under both The Business Profits War Tax Act of 1916 
and the Income War Tax Act. Judgment was rendered by 
the President of the Court, Mr. Justice Maclean, on 13th 
May 1940 allowing the appeal under The Business Profits War 
Tax Act. By virtue of an agreement made between the 
parties in the middle of the hearing it became unnecessary 
in the judge’s opinion to deal with the Income War Tax Act 
appeal though he reserved leave to counsel to apply for fur- 
ther directions if desired. 

The Issues | 

The assessments made in 1937 were in the case of The 
Business Profits War Tax Act for the years 1915 to 1919 and 
in the case of the Income War Tax Act for the years 1920 
to 1934. The Crown contended that the method followed 
by the company in arriving at a proper depreciation al- 
lowance for its inventories was wrong and the assessments 
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were made on revaluations by the Crown’s officers of the 
inventories from year to year on a lower of cost or market 
basis. The method adopted by the company was not ex- 
plained in the reasons for judgment which are very lengthy. 
This matter of valuation of inventories also affected the 
issues in The Business Profits War Tax Act appeal and the 
agreement reached by the parties in the course of the hear- 
ing removed one of the major items in controversy. The 
company agreed that for the whole period from 31st March 
1915 to 3lst March 1934 all inventories including goods in 
process should be valued at the lower of cost or market 
and it accepted the market prices as obtained by the Crown. 
The company agreed to pay whatever might be owing for 
taxes and if there resulted a credit for the company it 
would be applied on income taxes for years subsequent to 
1934. Other matters in dispute concerned the assessments 
under The Business Profits War Tax Act and consisted of (a) 
the proper determination of the amount of capital employed 
in the business, (b) whether a reserve of $500,000 had been 
considered and allowed by the Crown for the 1919 period 
and (c) whether the 1937 Act by which The Business Profits 
War Tax Act was revived authorized reconsideration and 
revision of the assessments. 


Revival 


The learned judge disposed of the points referred to 
under (a) and (b) in favour of the company but in each 
case a reference to the Registrar was necessary to revise 
the returns in the light of the findings. However, deter- 
mination of the third point in favour of the company made 
the reference unnecessary. The discussion of the third 
point constitutes the chief reportable value of the decision, 
as the other points, while interesting, were peculiar to the 
appellant and to an Act which may properly be described 
as obsolete. The 1937 Act revived The Business Profits War 
Tax Act, 1916, and amendments thereto. It also substituted 
a new method of appeal, viz., that under the Jncome War 
Tax Act Mr. Justice Maclean pointed out that the revival 
of the Act with its amendments accordingly revived an 
amendment made in 1924 which made section 3, the taxing 
section, cease to continue in force after 31st December 1920. 
Thus, the 1937 Act had every appearance of a legislative 
lapse. Furthermore, if the revival was intended to make 
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the Act effective as a taxing instrument, there were there- 
fore two Acts in force covering the same field, the other 
being The Excess Profits Tax Act of 1939. In any event, 
having regard to section 13(3) amended in 1923, the only 
possible justification for the new assessments was if the 
company had failed to make a return for each accounting 
period or had made a false return. His Lordship found 
that all returns had been made and that none of them was 
false. There was, therefore, no justification for the addi- 
tional assessments. 


Capital Employed 


Under the Business Profits Act, there was no doubt that 
a company which had issued its shares for a consideration 
other than cash might enjoy a distinct advantage over 
another company which had received money for its shares. 
The Act imposed taxes on profits in excess of 7% on the 
capital employed in the business, Capital was defined to 
mean the amount paid up on shares together with surplus 
and reserve funds. If shares were issued for cash, the 
amount received was the amount paid up. If, on the other 
hand, the shares were issued for a consideration other than 
cash the fair value of the shares was to be the amount 
paid up. If the shares were issued prior to lst January 
1915, the fair value at that date was to govern. If issued 
later, the value at the date of issue was to be taken. In 
no case was the value to exceed par. The textile company’s 
common shares were not issued for cash and, although the 
market never quite got up to par which was $100, the 
learned judge thought that par was a fair value, as did 
the company. The Department had originally determined 
on $75 and so the value remained until 1937. If the Crown 
had a right to reopen the assessments, action in this con- 
nection could also be reviewed and $100 was fixed as the 
fair value for the common stock. The preferred stock had 
been issued for cash and no question, therefore, arose con- 
cerning it. The Crown, however, had failed to take into 
consideration the company’s surpluses and reserves and 
there was no authority for excluding them. Of course sur- 
pluses and reserves were taken into account in determining 
the fair value of the common shares but the Act plainly 
stated that their total might be again included and this 
the Crown had not done. 
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Reserves and Profits 


The Crown had omitted to include the balance at the 
credit of the profit and loss account on 31st March 1915. 
There was no reason why this should not have been in- 
cluded. For years before the Act came into force the com- 
pany had established a $500,000 reserve to protect its raw 
eotton inventory. This should likewise have been included. 
A third amount under dispute was the sum of $759,822.79 
being the adjustment agreed to by reason of valuing in- 
ventory at the lower of cost or market. The company’s 
argument was that this valuation would have increased the 
eompany’s capital as at 3lst March 1915, and with this the 
learned judge agreed. The Crown also alleged failure by 
the company to draw attention to an additional reserve of 
$500,000 made in 1919 in anticipation of the drastic fall 
in the price of cotton after the war. This allegation, Mr. 
Justice Maclean thought, was quite unjustified. There was 
oral testimony given of discussions at Ottawa with senior 
officials of the Department, and the balance sheet for the 
1919 period if examined along with the trading account 
for the same period—both of which were available to the 
Crown—would have disclosed the reserve. The cotton was 
carried in the balance sheet at exactly $1,000,000 less than 
the total in the trading account. These were questions 
involving calculations which it would have been necessary 
to refer 'to the Registrar had his Lordship not disposed of 
the case on the revival aspect alone. 
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ACCOUNTANTS AND THE LAW OF NEGLIGENCE 


By W. Summerfield and F. B. Reynolds 
London, England 


Editor’s Note—This series of articles on a subject of wide interest 
to accountants, written by W. Summerfield, M.A., B.C.L., LL.B., and 
F. B. Reynolds, A.C.I.B.—authorities in the fields of law and insurance 
respectively—and appearing in The Accountant (London), is published 
with the kind permission of the Editor of that magazine. 


(Continued from May issue) 


Accountancy and Auditing 


In Armitage v. Brewer and Knott ({1932] 1933 Accountant 
Law Reports, p. 28), the plaintiff was awarded £1,259 dam- 
ages against the defendants, a firm of chartered account- 
ants, in respect of loss sustained by him by reason of the 
defendants’ negligence in the auditing of his books. The 
evidence for the plaintiff was that prior to 1929 he had 
employed the defendants for some years, under the impres- 
sion that they were auditing his books; but, upon it appear- 
ing then that they had merely been balancing his books 
and preparing his books for income-tax purposes, he ar- 
ranged with them for the future to conduct a periodic 
audit, with a master audit at the end of each year, at a 
fee of fifty guineas. The learned Judge, upon the evidence 
—including the documents of retainer— found as fact that 
the defendants had undertaken to vouch all payments with 
receipts in petty cash, check calculations and additions of all 
wage sheets, check totals of wage sheets into wages book 
and check weekly totals with other detailed provisions. Ac- 
countants, said he, who undertook duties of that kind could 
not be heard to excuse themselves on the plea that this or 
that oversight was a small matter; for they had undertaken 
a rigorous check, and they had done so because their client 
had specifically requested them to do so, having informed 
them that he required protection against petty frauds. The 
accountants were well aware that in the business of the 
plaintiff uncontrolled powers in the office were vested in a 
Miss Harwood, who, in December 1931, pleaded guilty at 
the Old Bailey to defalcations. The accountants, the learned 
Judge emphasized, had not refused to undertake the audit 
because of the risk inherent in the employment of one 
woman in a key position of that kind. The circumstances 
of the case required of them more laborious work and more 
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vigilance than might otherwise have been entailed; and the 
issue was: had they discharged that heavy duty with the 
care which they owed to the plaintiff, and which was to 
be expected under their retainer from competent and up- 
right professional men? The answer was in the negative, 
because the position was, in essence, that systematic fraud 
had been conducted by one person for a period of two-and- 
a-half years; and it was idle to contend that the exercise 
of reasonable care on the part of the accountants could not 
have detected that system. Such detection no doubt neces- 
sitated minute examination of a large number of documents; 
but that was precisely what the accountants had, by their 
retainer, undertaken to do. With regard to the suggestion 
which had been made that some things were too trivial to 
notice, the learned Judge pointed out that audits differ 
greatly having regard to their scope and special instructions 
in retainers. He instanced a case, which the evidence re- 
vealed, where 6s. 1d. had been altered to 16s. 1d., and that 
item had been passed in what purported to be a meticulous 
examination, whereas the most casual inspection should 
have detected the discrepancy on the voucher—both figures 
being there. It was the duty of the auditor to bring that 
item of 10s. forthwith to the notice of the client, since it 
was indicative not merely of fraud, but also of forgery; 
that small item was sufficient to raise a grave suspicion, 
and, in fact, it was precisely by small things like that that 
forgeries and frauds were commonly detected. In view of 
the wide scope of the duties which the auditors had under- 
taken by their retainer it was insufficient in this case to 
examine only samples of the time sheets. 


Disproportionate Fee—In answer to a contention on be- 
half of the defendants that it was not possible, with 700 
or 800 time sheets per quarter, to deal with every item for 
a fee of fifty guineas per annum, including also the getting 
out of balance sheets, the learned Judge pointed to the de- 
fendants’ own statement: “we check calculations and addi- 
tions of all time-sheets.” He had previously observed that 
it must be borne in mind that these auditors had been put 
in a special position by being informed by their client that 
he had neither the time nor the inclination to deal with the 
books of his business and that he wished them to attend 
to these matters for him. 

Another useful reminder which emerges from this case 
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is that it is frequently expedient for accountants to explain 
to their clients the difference between accountancy work 
and auditing. Accountants not uncommonly are apt to as- 
sume that such differences are as clear to the lay mind as 
they are to the professional mind. 

Directors’ Duty — In Re S. P. Catterson & Sons, Ltd. 
({1937] 19387 Accountant Law Reports, p. 62). By this sum- 
mons Mr. Bell, a chartered accountant, acting as liquidator 
of the company, alleged negligence against Mr. Beeby, a 
chartered accountant, in the discharge of his duty as 
auditor to the company, and claimed damages in respect of 
loss arising from misappropriations by an employee of the 
company. The actual work had been carried out by a mem- 
ber of Mr. Beeby’s staff; and by his defence Mr. Beeby 
contended that he had been retained merely to make a par- 
tial audit for Inland Revenue purposes, and to prepare 
monthly trading returns, but not to conduct a complete 
audit; he urged, also, that he had drawn the attention of 
the directors to defects in their accountancy system. Mr. 
Justice Bennett found in his favour, and dismissed the sum- 
mons, and ordered the taxed costs of the respondent to be 
paid by the applicant out of the assets of the company in 
his hands as liquidator—i.e. the costs to be paid by the 
liquidator personally, with liberty to him to reimburse him- 
self out of the assets of the company. 

The learned Judge said that he declined to lay down any 
general rules regarding the duties of auditors, but he 
stressed the point, so often overlooked, that the primary 
responsibility for the accounts of a company rests upon 
the shoulders of those who are in control of it, i.e. the 
directors; he referred for the broad terms defining the 
duties of an auditor to Section 134 of the Act. The de- 
falcations in this case were discovered when, for the first 
time after a lapse of a period of three years, the managing 
director discharged his duty of properly checking the cash 
takings in the department which had been in the charge of 
the fraudulent employee. The negligence alleged against 
the auditor was that he had not taken full and proper steps 
to check the cash received by the employee. The legal 
responsibility, his lordship emphasized, must rest upon the 
respondent even though the negligence, if any, had been on 
the part of his senior audit clerk, and was not his own 
direct personal negligence. 
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Checking Cash—He referred to the fact that there is no 
fraud-proof system of checking cash receipts, which is not 
so complicated and cumbersome as to be impracticable; 
for, if an employee is minded to be dishonest in dealing with 
cash, it is always possible for him to achieve his purpose, 
viz. to steal and “get away with it” for a time. He dealt 
in considerable detail with the defective system revealed 
by the evidence, whereby invoice forms had been used not 
only for cash transactions, but also for short credit trans- 
actions. That an unsatisfactory system was in use had 
been present to the mind of the auditor, but there was no 
duty resting upon an auditor to insist upon a change of the 
system of accountancy in the client’s office, when he had 
drawn the attention of the client to his disapproval of it. 
The learned Judge also said that it would not be reasonable, 
having regard to the fact that the audit work here in ques- 
tion had taken place from 1929 to 1932, to expect the audit 
clerk to remember in detail what explanations he had re- 
ceived when raising queries on various matters, which 
seemed to him at the time to require clearing up, having 
regard to the fact that his notes made at the time indicated 
that he had raised queries, and that the evidence indicated 
that the system of auditing must have involved the raising 
and clearing up of such queries. Of course, if in any par- 
ticular case an auditor impresses the Court as being dis- 
honest, or as having a poor memory, the Court would re- 
_ quire much stronger proof of evidence, tendered by way of 
defence, that obscurities were noted at the time and the 
appropriate queries raised and satisfactory explanations ob- 
tained. 

It was the duty, concluded the learned Judge, of the 
responsible director of the company to collect the cash from 
the employee who had received it, and if that director had 
discharged his duty, the fraud could not have been per- 
petrated in the way in which it was perpetrated, so that it 
was the director, and the Board which delegated its powers 
to that director, who had failed in their duty and not the 
auditor. 

See, also, Pendlebury’s, Ltd. v. Ellis Green & Co. ( [1936] 
1936 Accountant Law Reports) (post) and Brown & Knight, 
Lid. v. Thomson, Plucknett & Co. ([1939] The Accountant, 
25th March 1939, p. 397.) 


(To be continued) 
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THE AUDITOR UNDER WAR CONDITIONS 


(Editor's Note: The following letter was received by one of our 
Ontario members from a friend in London.) 


I FEEL you might be interested in a short account of the 
difficulties your fellow members are encountering in Eng- 
land under war conditions. 

Before hostilities commenced the government announced 
that qualified men over thirty years of age would be “re- 
served” but this age limit has since been reduced to twenty- 
five owing to representations made to the government by 
the combined Accountancy organizations. This step was 
followed by the registration of the professional history of 
each individual member in a central register under the 
control of the Ministry of Labour. Selections are made 
from this register whenever the government requires quali- 
fied men either for particular work or to serve in the ac- 
countancy branches of H. M. Forces. There is no compul- 
sion to accept such service but many members have done so. 

In our particular office we have lost all our junior staff 
and some of our seniors. The latter have fortunately been 
replaced by men over thirty but for juniors we are experi- 
menting with the employment of girls. They are expected 
to have a working knowledge of bookkeeping and be pre- 
pared to travel with qualified seniors to all parts of the 
country, as nearly all of our London clients have moved to 
the Provinces. These changes have made life for the “man 
in charge of the audit” very much harder. Before the war 
I spent not more than a month away from home during 
the year but since September I have only seen my home at 
week-ends with one or two short periods on audits which 
still remain in town. 

Travelling conditions at first were very difficult. Trains 
were limited in number and entirely without lights and 
restaurant cars. Mostly we stopped at all stations instead 
of running through to important junctions and altogether 
this part of our duties has been most uncomfortable. Hotels 
are always full and unless rooms are booked some time 
ahead it is quite a nightmare to secure a bed on the night 
of arrival in a strange town in complete darkness. Owing 
to petrol rationing taxi drivers adopted the policy of accept- 
ing would-be fares on the basis of most profit to the mile. 
One difficulty we expected but which has not arisen so far 
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is from food rationing. The hotels still supply full meals 
and our ration cards remain at home for our wives to use 
during the week or at week-ends. 

The various offices in the country to which clients have 
evacuated are frequently cramped for space and in the move 
from London some documents appear to have been either 
temporarily mislaid or left behind. Clients have lost large 
numbers of their staff and we are frequently presented with 
the excuse that a particular question cannot be answered 
because the man who dealt with it is now in the army. 

The girls we are employing are working hard but a 
knowledge of bookkeeping does not qualify them to work 
alone to an audit programme. Each separate item has to be 
explained in detail and constantly supervised. In cases 
where records are heavy to carry, the senior has to fetch 
and replace them. Also in some cases a word is needed to 
cut short a tendency to talk. 

At times I feel that I should be better off on active 
service and then I realize that I should be changing mental 
trials for physical discomfort. One of my colleagues who 
suffers from short sight did join the army but found him- 
self transferred at once to the Pay Corps where his work 
consisted of casting (footing) wages sheets. While ability 
is wasted in this fashion I feel that as I suffer from the 
same defect I am of more value in my present occupation. 

The “auditor’s kit” now includes a gas mask and work 
in clients’ offices is regularly held up by emergency trans- 
fers of all books and records to the strong rooms followed 
by an orderly march to the allotted air raid shelter. 

Despite all these difficulties we are keeping pace with 
our work and are able to certify that we are satisfied 
with everything produced to us. I am still awaiting how- 
ever the appearance of an auditor’s certificate bearing the 
qualification “E. and O.E.”! 


NEW LEGISLATION RESPECTING TAXATION— 
DOMINION AND PROVINCIAL 


Editor’s Note: The information published under this heading indi- 
cates only in general terms the nature of recent legislation of the 
Provincial Governments respecting Taxation. For the Text of the 
legislation, readers should refer to the respective Acts. A copy of a 
Dominion Statute can be obtained from the King’s Printer, Ottawa, 
and of a Provincial Statute froin the King’s Printer of the Province 
concerned. 

To provide information to chartered accountants who are called 
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upon by their clients to prepare taxation returns in other provinces, 
The Dominion Association of Chartered Accountants some time ago 
sent to the reference library of each provincial Institute a complete 
set of tax legislation passed by the various provincial legislatures, and 
is keeping this information up to date by sending copies of amend- 
ments to such legislation as soon as these amendments are available 
for distribution. 


VI. Prince Edward Island 


The Income Tax Act of Prince Edward Island, 1938—The principal 
amendment in 1940 was as follows: 


The term “carrying on business” has been clarified by the 
addition of a new section (27) which provides that “sales made 
by a non-resident person to any person carrying on business in 
Prince Edward Island, whether or not such non-resident person 
maintains an office or distributing warehouse in Prince Edward 
Island, and whether or not such non-resident person does business 
through a person residing in Prince Edward Island acting as an 
employee, vendor, agent, representative or in any other capacity, 
shall be deemed to be sales made in Prince Edward Island, and 
such sales shall be deemed to constitute carrying on business in 
Prince Edward Island, and to earn in Prince Edward Island a 
proportionate part of the income derived therefrom.” 


The Personal Property and Special Companies Taration Act—No 
amendments were made to this Act in 1940 to date. 


TABLE OF EXCHANGE RATES 


(Kindly supplied by The Canadian Bank of Commerce, Toronto) 


30th April 15th May 
1940 1940 


U.S. Dollars 10-11% P. 10-11% P. 
Sterling . 443-447 443-447 
Australian Pounds 3.5814 3.5814 
New Zealand Pounds 3.60 
South African Pounds i 4.46 
Belgium—Belgas No quote 
Denmark—Kroner No quote No quote 
Holland—Florins No quote 
Finland—Finmarks ; 2.15 
France—Francs ; 2.06 
Italy—Lire J 5.60 
Sweden—Kronor . 26.46 
Switzerland—Francs ........ 24.50 
Norway—Kroner . No quote No quote 
Note: The above quotations are expressed as follows: Pound cur- 


rencies—Canadian cents per unit; Continental currencies—Canadian 
cents per 100 units. 
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Our Contributors This Month 

A previous reference was made to JoHN Doueias Camp- 
BELL in the April 1940 issue when the first of his two articles 
on “Accounting Conventions Applicable to the Consolidated 
Balance Sheet” was published. 

Pau J. FirzPatricx, whose article “What is a Financial 
Ratio?” is published this month, is the author of two books, 
“The Symptoms of Industrial Failure” and “The Problem 
of Business Failures,” and of a number of articles which 
have appeared in well-known journals in the United States. 
He is Chairman of the Department of Economics and the 
Division of Accounting of the Catholic University of Amer- 
ica, Washington, D.C. 

Wintuiam A. Macxixtosu, M.A., Ph.D., whose address 
“Wage Policy in War Time” is published this month, is 
Head of the Department of Economic and Political Science 
at Queen’s University, Kingston, and Director of the School 
of Commerce and Administration there. Since the outbreak 
of the present war, he has been on leave of absence from 
the University and is Special Assistant to the Deputy Min- 
ister of Finance at Ottawa. Professor Mackintosh wishes 
to point out that in his address he was speaking in his 
former capacity at the University and not in his present 
official capacity. 


Proposed Amendments of By-Laws of Association 


The Executive Committee of The Dominion Association 
of Chartered Accountants, after reviewing carefully the 
by-laws of the Association, proposes certain amendments 
thereto. These are given below and will be submitted at 
the 1940 annual meeting. 


RESOLVED that the by-laws of The Dominion Associa- 
tion of Chartered Accountants be amended as follows: 


I. By-law 3 is hereby repealed and the following sub- 
stituted therefor: 


3. All members in good standing of the Institutes hereinafter 
mentioned namely: 
The Society of Chartered Accountants of the Province of Quebec, 
The Institute of Chartered Accountants of Ontario, 
The Institute of Chartered Accountants of Manitoba, 
The Institute of Chartered Accountants of Nova Scotia, 
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The Institute of Chartered Accountants of British Columbia, 

The Institute of Chartered Accountants of Saskatchewan, 

The Institute of Chartered Accountants of Alberta, 

The New Brunswick Institute of Chartered Accountants, 

The Institute of Chartered Accountants of Prince Edward Island, 
shall ipso facto be members of the Association. 


II. By-law 5 is amended by striking out the sentence 
following the words “first year” where they occur in said 
by-law. 


III. By-law 7 is amended by striking out clause (c) and 
substituting the following therefor: 
(c) The President, Vice-Presidents, immediate Past President 


and the respective Chairmen of the Finance and Legislation Com- 
mittees if not otherwise elected. 


(Note—This amendment was passed by the Council of the Associa 
tion on 24th August 1939). 


IV. By-law 10 is amended by striking out the word 
“Vice-President” in the ninth line thereof and substituting 
therefor the words “the Vice-Presidents.” 


V. By-law 13 is hereby repealed and the following sub- 
stituted therefor: 


13. The President shall preside at all meetings of the Associa- 
tion, the Council and the Executive Committee. In the absence 
of the President his duties shall devolve upon a Vice-President. 
In the absence of the President and both Vice-Presidents, the 
members of the Association, the Council and/or the Executive 
Committee, as the case may be, present at a meeting shall appoint 
one of their number to act as Chairman of such meeting. Subject 
to the approval, direction or authorization of the Council, the 
President shall exercise general supervision and control of the 
business and affairs of the Association and shall perform such 
other duties as the Council may from time to time require of him. 
In the absence or inability of the President to serve, a Vice- 
President shall perform the duties of the President. The Vice- 
Presidents shall also perform such other duties as the Council 
may from time to time require of them, or either of them. 


VI. By-law 15 is amended by striking out the word “the” 


immediately before the word “Vice-President” as it occurs 
in said by-law and substituting therefor the word “a”. 


VII. By-law 18 (c) is hereby repealed and the following 
substituted therefor: 


18.(c) As far as practicable the order of business procedure 
and the general nature of the business to be discussed at the 
annual meeting shall be determined by the Executive Committee 
and notice thereof shall be mailed to each member at least twenty- 
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one days prior to the annual meeting; provided however that with 
the consent of the majority of the members present at any annual 
meeting any new or additional business (although notice thereof 
has not been given) may be introduced and dealt with at such 
annual meeting. 


Chartered Accountants and the War 


The Foreign Exchange Control Board has recently em- 
barked on a plan to ensure a full understanding of its regu- 
lations and instructions by those companies which carry on 
their operations under special licence or permit from the 
Board, such as permits authorizing the settlement of trans- 
actions through foreign currency bank accounts or parent- 
subsidiary transactions through inter-company accounts. 
For this purpose the Board has secured the services of 
twenty-one chartered accountants “on loan” for a period 
of approximately five months. These members of the pro- 
fession went to Ottawa for a period of instruction and are 
now devoting their full time to visiting the offices of the 
various permit and licence holders. 


The members of our Association who are engaged in 
this work are as follows: J. E. Beckett, Hamilton; J. Blake 
Bell, Toronto; John M. Clark, Toronto; Philip Godfrey, 
Montreal; K. E. Greenwood, Toronto; J. L. Helliwell, Van- 
couver; J. R. Hendry, Montreal; A. C. Johnston, Toronto; 
D. A. Kidd, Toronto; Jacques La Rue, Montreal; C. W. 
Leach, Montreal; M. J. McLeod, Montreal; L. M. Nelson, 
Montreal; A. D. Rogers, Vancouver; H. I. Ross, Montreal; 
D. L. Rossini, Winnipeg; R. E. Saunders, Toronto; T. Simp- 
son, Toronto; H. L. Slater, Toronto; H. R. Stoker, Montreal, 
and L. W. Trumble, Toronto. 


Report on Dominion-Provincial Relations 


The Royal Commission on Dominion-Provincial Rela- 
tions, which was set up pursuant to an order in council of 
14th August 1937, has now presented its report to the 
Dominion government and the report was made public on 
16th May last. 

A copy of the Report (Books I, II and III) has been sent 
by the Executive Committee of the Dominion Association 
to the Council of each provincial Institute of Chartered 
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Accountants. The following is a summary of the main 
recommendations in the report: 

1. Dominion government assumes entire responsibility 
for unemployment relief for employables. 

2. Dominion assumes entire provincial (but not mun- 
icipal) debt. 

3. Provinces withdraw from income, inheritance and 
corporation tax fields. Also surrender all present subsidies. 

4. Dominion respects remaining revenue sources of 
provinces. 

5. National adjustment grants paid annually to prov- 
inces, according to need, to maintain national average ser- 
vices without excessive taxation. Emergency grants would 
be used to deal with abnormal conditions. 

6. Future provincial and municipal borrowing in Cana- 
dian funds only. Provinces still borrow on own credit or, 
if loans approved by Dominion Finance Commission, on 
credit of Canada. 

7. No control of provincial expenditures. “Real provin- 
cial autonomy” in local matters. Greater provincial control 
over municipal finances advised. 

8. Broadening of incomes tax base, increasing burden on 
lower and middle brackets and increasing succession duties. 
Progressive elimination of sales tax. 

9. Dominion jurisdiction over unemployment insurance, 
basic hours and wages, and a national employment service. 
All welfare services but relief would remain with provinces. 

10. General review of freight rates urged. No opinion 
on railway amalgamation, as outside scope. Dire dangers 
of uncontrolled rail-highway rivalry pointed out. 

11. Regular Dominion-Provincial conferences to be held, 
with a permanent Dominion secretariat. 

12. Merger of Prairie Provinces and merger of Maritime 
Provinces held of small gain, even if possible. 


Municipal Audits 


According to Municipal Finance, the bi-monthly news 
letter of the Municipal Finance Officers’ Association of the 
United States and Canada, the public accountants of the 
State of Texas have recently prepared a uniform audit 
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contract which they are looking forward to being adopted 
throughout the State. It sets forth the scope of the audit, 
stating in part that it shall not be less than the standard 
defined in Part II of “Municipal Audit Procedure,” published 
by the National Committee on Municipal Accounting. The 
proposed contract indicates in detail the extent of verifica- 
tion on a number of specified items. 


Municipal Accounting Conference 


The Municipal Finance Officers’ Association of the 
United States and Canada will hold its 1940 conference on 
municipal accounting and finance at the Hotel Statler, De- 
troit, Michigan, 16th-20th June. Registration is on the 16th 
and the last day has been reserved for inspection trips to 
study recent accounting installations. During the interven- 
ing three days there will be three general business sessions, 
an open question forum and ten group meetings. Papers 
will be read or discussions held on a wide range of topics 
covering accounting, financial and economic problems of 
municipal administration. Information respecting the con- 
vention may be obtained from the office of the Association, 
1313 East 60th Street, Chicago, Illinois. 


Judgment Appealed 
We learn that the judgment of the Quebec Court of 
King’s Bench (Appeal Court) in Sharp et al v. Guardian In- 
surance Co. has been appealed by the Insurance Company 
to the Supreme Court of Canada. 


Some Howlers 
(from “Federal Accountant,” Australia) 


Statutory Audit is that audit which is made compulsory but not 
obligatory by a Statute. 

Misappropriation and frauds should be deducted. 

The audit of a building society is the same as any other society, 
only the auditor has to be more careful. 

Contingent Liabilities: Charges for whitewashing the premises of 
a co-operative society without provision in the budget. Repairing 
charges on a typewriter that is in good order at the time. 

In case of machinery the auditor should verify the title deeds. 

To commit fraud there must be collision. Collision is always 
possible. 

Audit of Petty Cash Book: Where small amounts are paid, such 
as tram fares, the Auditor should see that a signature has been ob- 
tained from the tram conductor. 
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Cod Liver Oil 

Canada imports approximately seventy-five per cent of 
the nation’s annual requirements of 460,000 gallons of cod 
liver oil for use in the pharmaceutical, feedstuffs and other 
industries. Normally the United Kingdom and Norway 
each furnishes about 83,000 gallons annually, but imports 
from Britain have been limited as a war measure to 12,000 
gallons and the present Norwegian situation makes it un- 
likely that Canada will be able to obtain its regular supply 
from that source. In order to conserve supplies for domestic 
consumption the Dominion government by order-in-council 
issued 11th April last has restricted the freedom of export 
of cod livers and cod liver oil, crude or refined, by placing 
control of export licences in the hands of the Wartime 
Prices and Trade Board. 


Handbook of Canada 
(The King’s Printer, Ottawa, Price 25 cents) 


Canada 1940, official handbook of present conditions and 
recent progress prepared by the Dominion Bureau of Sta- 
tistics and published by authority of the Minister of Trade 
and Commerce, provides a compact review of current affairs 
in the Dominion. The chapters devoted to economic mat- 
ters cover such subjects as Canada’s wealth, production and 
income; public finance; banking, currency and related 
topics; trade and commerce; manufacturing; construction; 
transportation and communications ; water power; the econ- 
omic development and output of our various natural re- 
sources of land, forest and water, and labour and unem- 
ployment relief. Information is also given on the constitu- 
tion and government of Canada; education and national 
research; population statistics and public welfare; and the 
national parks. A special article describes the western oil 
situation, and the introduction reviews the war program 
and general economic conditions at the close of 1939. The 
book is well indexed for easy reference. The numerous 
photographs, including colour plates of Their Majesties and 
several views of the Royal Tour add much pictorial interest 
to this volume. 
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LEGAL DECISIONS 


LEGAL DECISIONS 


{Eprror’s Note: The following are brief summaries of recent de 
cisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 


Income tax—Legal expenses incurred in successful defence 
of franchise—Whether deductible 


(Dominion Natural Gas Co. v. Minister of National Revenue) 


Exchequer Court of Canada 


Legal expenses incurred by a public utility company 
in the successful defence of its franchise are an allowable 
deduction from income. Such an expenditure is not a 
capital outlay or loss, since no advantage accrues to the 
company’s capital from the successful defence of the ac- 
tion, and it is immaterial that the company’s assets were 
incidentally threatened with extinction. The expenditure 
is of a revenue nature and is necessarily made in earning 
the company’s income which is directly dependent on the 
utilization of the franchise. It is immaterial that the in- 
come resulting therefrom is not wholly attributable to the 
tax year.—[1940] 2 D.L.R. 357. 


(A report of this judgment was published in the February 1940 
issue of THE CANADIAN CHARTERED ACCOUNTANT). 


Wills—Gift of income—Loss from business—Against what 
funds chargeable 


(Re Rose) 


New Brunswick Supreme Court, Chancery Division 

A will directed payment of income from testator’s estate 
to successive life interests and then distribution among 
four named beneficiaries. The trustee was directed to con- 
tinue testator’s business so long as it should be profitable. 
Upon a loss being sustained in one year the business was 
sold. Held, such loss was chargeable against income from 
all sources and not against the capital of the business. The 
depreciation of the building and equipment of the business 
was chargeable against the income from the business only. 
—[1940] 1 D.L.R. 139. 
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Wills—Estate to bear income tax on gifts—How 
apportioned on total income tax payable by beneficiary 


(Re Kemp) 


Supreme Court of Canada 


Where testator directed his executors to maintain his 
house for the benefit of his widow and pay her a fixed sum 
monthly for maintenance expenses, and further directed 
payment to her of a lump sum and an annuity if she gave 
up the house, held under a subsequent clause providing that 
all ineome taxes payable on the foregoing gifts should be 
paid out of the estate, (1) the estate was to bear only that 
proportion of income tax payable by the widow which the 
above gifts bore to her entire assessable income, notwith- 
standing that a higher rate of tax was payable on her in- 
come by reason of such gifts; (2) the income tax so payable 
being additional income of the widow, the additional income 
tax payable thereon, calculated in the same manner, must be 
borne by the estate.—[1940] 2 D.L.R. 209. 


(A reference to the judgment of the Supreme Court of Ontario in 
this case was made at page 371 of the May 1939 issue and to the 
judgment of the Ontario Court of Appeal at page 55 of the July 1939 
issue of THE CANADIAN CHARTERED ACCOUNTANT.) 


PROVINCIAL NEWS 
MANITOBA 


A general meeting of members of The Institute of Char- 
tered Accountants of Manitoba held on 3rd May was pre- 
ceded by a dinner at the Fort Garry Hotel at which forty- 
five were present. 

Although events in Norway at that time were moving 
at such speed as to make an up-to-the-minute discourse 
on the situation there a matter of some difficulty, Dr. R. 
O. MacFarlane gave an account of the campaign which had 
the ear of all present. Dr. MacFarlane, who is with the 
Department of History at The University of Manitoba, 
submitted a masterly outline of the events leading up to 
the present military positions in the Scandinavian penin- 
sula: Mr. John Parton expressed the appreciation of the 
listeners, and the applause which followed indicated whole- 
hearted agreement with his remarks. 
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The successful candidates at the recent December ex- 
aminations were present by invitation to receive their 
awards. Before the presentation of prizes and certificates 
some well-chosen words of advice and encouragement were 
delivered by Mr. E. K. Williams, K.C., a prominent member 
of the legal profession in Manitoba. His talk made a deep 
impression on his hearers. 

The gold medal and the prize of $50.00 awarded by The 
Dominion Association of Chartered Accountants were 
presented to David Bruce Davis by Vice-President F. John- 
son, whose appointment as chairman of the Provincial In- 
stitutes’ Board of Examiners-in-Chief was announced. Our 
good friend, Dr. W. J. Spence of the University, whose keen 
interest in the welfare and progress of Manitoba students 
extends over a number of years, presented the Manitoba 
Institute prizes, prefacing the presentations with a few 
remarks in his own inimitable manner. The War Memorial 
gold medal and the prize of $100.00 were handed to David 
Bruce Davis, and Hugh Sutherland received a prize of 
books. The new members received their certificates of 
membership from President Saul. 

An outstanding feature of the business session was an 
interesting report of the history and progress of the Lecture 
Course offered to Manitoba students. Mr. Walter J. Mac- 
donald, chairman of the Board of Studies, gave an informa- 
tive account of the manner in which the classes were con- 
ducted and of the continual supervision exercised by the 
Board of Studies which resulted from time to time in the 
introduction of improvements and revisions in the course 
of instruction. He also presented figures to show how the 
percentage of passes had been raised since the classes were 
started. 


PERSONALS 


Mr. Colin P. Mackintosh wishes to announce that Mr. 
Hugh A. Black has been admitted to partnership with him 
in his Edmonton office and that they will carry on the 
practice of their profession in that city under the firm 
name of Mackintosh and Black, Chartered Accountants, 
210 Bank of Nova Scotia Building, Edmonton. 


435 





THE CANADIAN CHARTERED ACCOUNTANT 


CORRESPONDENCE 


Edmonton, Canada, 
Mr. Austin H. Carr, Editor, 10th May 1940. 
The Canadian Chartered Accountant. 


Dear Mr. Carr, 

A few years ago you published some figures prepared by us, 
showing the income taxes to be paid in Alberta on various incomes. 
Your readers may be interested to learn what is paid on incomes at 
the rates currently in force. The accompanying figures are based on 
the rates payable by a married man with no dependents, and the in- 
come is presumed to be all earned income. 

It will be noted that a man with an income of $50,000.00 will pay 
practically half of his income in taxes to the federal and provincial 
governments. 

The most the taxpayer can retain is $40,893.20, when his income 
is $202,000.00; after that, he pays out more in taxes than the ad- 
ditional income earned, until, at $1,000,000.00 he pays $45,900.00 more 
than his total income. 

When the income reaches $651,568.39, income taxes are exactly 
the same figure, leaving nothing for the taxpayer. We have shown 
this figure, and also the one mentioned in the last paragraph, in our 
table. 


Yours very truly, 
HHN/H NASH & NASH. 


INCOME TAXES PAYABLE IN ALBERTA IN 1940 
Percentage 
fi Percentage of taxes 
Federal Provincial Total of total payable 
Inceme Income Income taxes to on next 
Income Tax Tax Taxes Income dollar 


3,000.00 $ 36.00 $ 35.00 $ 71.00 2.37 7.80 
5,000.00 144.00 115.00 259.00 5.18 12.56 
10,000.00 655.20 490.00 1,145.20 11.45 23.86 
15,000.00 1,512.00 1,115.00 2,627.00 17.51 38.94 
20,000.00 2,835.00 2,025.00 4,860.00 24.30 52.50 
25,000.00 4,498.20 3,235.00 7,733.20 30.93 61.02 
50,000.00 14,074.20 10,700.00 24,774.20 49.55 72.84 
100,000.00 39,022.20 25,700.00 64,722.20 64.72 87.96 
200,000.00 103,420.80 55,700.00 159,120.80 79.56 99.30 
202,000.00 104,806.80 56,300.00 161,106.80 79.76 100.56 
300,000.00 175,770.00 85,700.00 261,470.00 87.16 104.34 
500,000.00 334,378.80 145,700.00 480,078.80 96.02 111.99 
651,568.39 460,397.88 191,170.51 651,568.39 100.00 113.16 
1,000,000.00 750,153.60 295,700.00 1,045,853.60 104.59 113.16 


The income, in all cases, is presumed to be that of a married man 
without dependents, and to be all earned income. Excess profits taxes 
are, of course, not taken into account. 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


In the April and the present issue of this magazine 
there have appeared a couple of articles on certain technical 
aspects of consolidated balance sheets. These do not deal 
with the difficult question as to the circumstances in which 
a consolidated balance is more informative than the in- 
dividual balance sheets of the constituent companies, and 
vice versa—a question upon which sharp clashes of opinion 
have sometimes occurred. Thus the directors of a large 
British company having been forced by the action of the 
shareholders to publish a consolidated balance sheet as at 
31st March 1936 reverted to the non-consolidated balance 
sheet the succeeding year. “Owing,” the chairman said 
at the annual meeting in 1938, “to the substantial amounts 
of the outside interests and the complexity of their rights, 
our considered opinion is that we are pursuing the most 
practical course by concentrating on the liquidation of a 
number of our companies and increasing in certain cases 
our interests in companies of which we do not own 100 
per cent. The object in view is to move towards such a real 
consolidation that consolidated accounts can be intelligible 
and helpful to shareholders.” The implication in this state- 
ment is that a consolidated balance sheet is misleading 
unless subsidiaries are one hundred per cent owned. Also 
relevant, however, is the note on the one consolidated bal- 
ance sheet published by this company to the effect that 
the accounting periods of forty-three of the associated com- 
panies ended at dates other than that on which the parent 
company made up its accounts. This last circumstance 
would seem to be a criticism of the date of the parent 
company’s year-end rather than an argument against the 
consolidated balance sheet. 

ae * * 


Differences of opinion between shareholders and direc- 
tors or between directors and accountants as to the desir- 
ability of presenting a consolidated balance sheet are not 
unnatural but it is unusual to find a board of directors 
themselves unable to make up their own minds on the sub- 
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ject—as happened recently in a Canadian company. This 
company consistently published up to and including 1937 
a balance sheet which consolidated “the wholly-owned Cana- 
dian subsidiaries” but not subsidiaries outside of Canada; 
in 1938 it published a balance sheet which consolidated all 
of its subsidiaries: and in 1939 and 1940 it published to- 
gether with a balance sheet which consolidated all Canadian 
subsidiaries, the separate balance sheets, profit and loss 
statements and surplus accounts of the only two subsidiary 
companies outside of Canada. 


The typical shareholder in this company (that is to say 
the one who is not versed in accounting techniques) must 
be somewhat dazed by this versatility while even the ex- 
perienced accountant would have difficulty in restoring to 
the successive statements the essential quality of compar- 
ability. Changes in underlying conditions may well 
justify or even necessitate a change in the form of 
published statements but it would be a boon to business 
analysts if, when the form of the statements has to be 
changed, the figures could be presented during the transi- 
tion period in both the old and the new form. This would 
serve the purposes of the analyst and also remove any sus- 
picion that the change might have been dictated by any 
motive other than a desire to inform shareholders. 

* BS Sd 


STUDENTS’ ASSOCIATION NOTES 
ONTARIO 

Since the “Chartered Accountant” last went to press, 
the new Executive Council has twice met for the purpose 
of planning and organizing the coming year’s activities in 
a way calculated to be both instructive and entertaining 
to the greatest number of students—in Toronto and in all 
other centres of the Province. All members have pledged 
themselves to contribute their utmost endeavour toward 
the success of the plans. 

In order to achieve this success, it has been clearly seen 
to be necessary to allow a good deal of the responsibility 
for thought and action to devolve upon a number of the 
students who, while not included in the Council, have in- 
dicated their ability and their willingness to serve in various 
capacities. To this end, ten committees have been formed, 
each of which will be presided over by a chairman who is 
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a member of the Council and will include three additional 
members of the Students’ Association with the chairmen 
having power to add to their number. 

Three of these committees are at this date formed and 
active. 

Baseball Committee — Bruce G. Dunlop (Chairman), 
Kenneth W. Ball, Douglas R. Ferguson, Dixon S. Chant. 

The 1940 Ball Season started as conspicuously as did 
the American League on May 6th as P. S. Ross & Sons (8) 
pulled a “Cleveland” when their counterpart for Bob Feller 
virtually shut out George A. Touche and his Company 27-23 
in a touch-and-go seven inning pitchers’ duel. This game, 
however, was outstanding by contrast with subsequent re- 
turns such as the Price Waterhouse vs. P. S. Ross and Sons 
game which ended after seven innings with the score 
9-8 in favour of the former with the Ross team tying and 
winning runs on base in the last of the seventh. 

We have ten teams—ten good teams—who are not at 
all self-conscious about the tough breaks and who could 
stand a little “ribbing” from the odd spectator. (Ramsden 
Park 5.30 every week night—Advt.) 

Field Day Committee—Stuart W. Jamieson (Chairman), 
Frank L. Day, Jim E. Cunningham, Steve F. Spencer. 

Each year on the first Friday after the 22nd of June 
we hold a Field Day which comprises a Golf Tournament 
in the afternoon followed by an informal Dance in the 
evening. Last year it was a particular success with over 
100 members teeing off and over 75 couples returning to the 
Club for the dance. To our knowledge no one was disap- 
pointed. 

This year the date is June 28—the tee to be reserved 
from 2 p.m. onwards at Glen Mawr Golf Club. The dance 
will continue on in the evening from 9.30 in the Clubhouse. 
The committee are assured of the support of most of the 
members in the Toronto district and this year are making 
a very particular appeal to out-of-town members. We would 
like to see at least one representative from each of the 
more distant branches and from the Associations of other 
Provinces, and a very sizable delegation from those bran- 
ches closer at hand. The committee are anxious to receive 
a reply from all those interested (in care of the Association, 
10 Adelaide Street East, Toronto) and have already received 
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the eager undertaking of several members living in To- 
ronto to accommodate guests during their stay in this city. 

General Entertainment Committee — Bob G. Allen 
(Chairman), George A. Hutchings, Phil Ll. Nash, Phil J. 
Ambrose. 

This committee which will undoubtedly make a large 
noise in the early fall has been comparatively dormant 
up to the present which is consistent with the practice 
in previous years, but there are rumours of increasing 
activity which may at any time materialize into something 
attractive—for instance a mixed “steamer” party to the 
Falls sometime during the summer (July or August). The 
committee would welcome all criticism and abuse. 

* * * 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising 
members of the several provincial institutes and represent the per- 
sonal views and opinions of those members. They are designed not 
as models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to 
the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, 1939- 
ACCOUNTING I, QUESTION 1 


The manager of a wholesale hardware company suspects from in- 
formation he has received from sources outside the business that the 
chief accountant is dishonest. You are retained to make an investiga- 
tion for the purpose of determining whether the chief accountant 
has defrauded the company. What procedure would you follow? Your 
answer may be in the form of notes. 


SOLUTION 
The investigation should be commenced without notice to the 
chief accountant, preferably at the next month-end. The following 
work would be performed: 

1. Count the cash, petty cash and cash sales funds, also any 
securities owned by the company. 

2. Apply for direct confirmation of bank balances. 

3. Check bank transactions for two or three months prior to visit, 
prepare reconciliation and follow transactions during visit, 
after arranging with bank to receive all vouchers. 

4. Request bank to supply original deposit slips and compare dates 
and detail with cash book. 

5. Arrange to take possession of all incoming mail, including 
letters addressed to individuals. 


Following the count and assuming control of vouchers and cash 
records the system of internal check should be studied and special 
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investigation made where it appears weak. It will probably be neces- 
sary to do the following work in addition to special tests: 

6. Apply for confirmation by customers of accounts receivable. 
Negative confirmations for small balances but reply confirma- 
tions for larger accounts. 

. Check recapitulations of sales to invoices and ledger account. 
Examine credit notes carefully for at least six months. 

. If cash sales are made scrutinize system of recording and test 
three months. 

. Investigate inventory system and check as far as possible last 
three inventories—original detail sheets to recapitulation and 
recapitulation to ledger accounts. Make a test of prices applied 
to the goods present in several inventories and see that they 
have not been progressively marked up. In addition make a 
limited selling price test on other merchandise lines chosen at 
random. 

. Make a test of the petty cash, examining vouchers. 

. Apply to larger creditors for confirmation of balances and com- 
pare statements received for others. 

. Make a reasonably comprehensive test of purchase youchers, 
watching to see that system of internal check has been followed. 

. Investigate payroll, prove bona fides of names appearing there- 
on. If paid by cheque test cheques, confirm and reconcile bank 
and follow returned items. 

. Serutinize journal carefully, watching in particular for credits 
to accounts receivable and adjustments of fixed asset and re- 
serve accounts. 

. Compare profit and loss accounts for five years, securing satis- 
factory explanations for variations in trend of gross profit and 
expenses. If the business is departmentalized the study should 
be made in greater detail. 

. Draw and examine vouchers for capital expenditure and see 
that where items are in nature of replacement, salvage has been 
accounted for. 

7. Examine insurance policies and reconcile premiums shown with 
insurance expense accounts. See that return premiums are ac- 
counted for and, if possible, apply to broker for record of plac- 
ings and cancellations. 

. Examine the capital stock records and account for all certificates. 


PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, 1939 
ACCOUNTING I, QUESTION 2 


A readjustment of rates made by a privately-owned telephone 
company involving increases in the charges for a number of types of 
service arouses public antagonism, which results, two years later, in 
the appointment of a Royal Commission to investigate the conipany’s 
affairs, and in particular determine whether its rates are excessive. 
You are retained by the Commission on 1st March 1939 to investigate 
the accounts and report on the earnings and their propriety or ade- 
quacy in relation to the capital employed. You are requested to co- 
operate with a firm of engineers appointed by the Commission to 
report on the physical properties and to accept their findings in matters 
which concern your investigation of the earnings. 

As a result of your examination you are satisfied that the com- 
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pany is efficiently operated; that there has been within recent years 
no serious waste or extravagance and that the accounts have been 
properly prepared. The operating accounts for the past five years 
show the following: 
1934 1935 1936 1937 1938 
(Thousands of dollars) 
Gross operating revenue $3,250 $3,300 $3,550 $3,650 
Operating expenses 2,7 2,800 


Operating profit 
Provision for income taxes (20%) 


Net profit after taxes 


Dividends per share 


There were no other charges or credits to surplus during the 
period. 
The following is a summarized balance sheet at 3lst December 


Assets: 
Current assets $ 850,000 
Fixed assets, at cost $11,125,000 
Less reserve for depreciation 
6,750,000 
Franchise and rights 1,600,000 


$8,600,000 


Liabilities: ; 
Current liabilities $ 500,000 
General reserve (established 1932) 1,250,000 
Capital—(no change since 1915) 40,000 shares, par value 
$100 
Earned surplus 2,850,000 


$8,600,000 


The consulting engineers advise you that in their opinion the 
depreciated replacement value of the fixed assets (at 3lst December 
1938) is $8,400,000, and that the discrepancy between this sum and the 
book value is due mainly to excessive provisions for depreciation. 
From the data furnished, you calculate the excess depreciation charged 
during the past five years as follows: 

$68,000 
70,000 
71,000 
72,000 
75,000 

What adjustments and comparisons would you make and what 
would be your findings regarding the propriety or impropriety of 
the earnings generally and in particular those of 1937 and 1938 during 
which years the increased rates were in effect? 
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SOLUTION 


To determine the propriety or impropriety of earnings the rate 
which they bear to the invested capital must be ascertained and con- 
sidered in relation to the risks involved and the return which is 
ordinarily obtainable on capital invested at similar risk. As you have 
been instructed to accept the findings of the engineers, the valuations 
reported by them must be used and the following adjustments are 
necessary: 

Earnings—The adjustments required are to add to profits of each 
of the five years the excess depreciation already determined and re- 
calculate the income tax to arrive at adjusted profits after taxes. 

Invested capital—The invested capital will be computed as the 
sum of the capital, surplus, general reserve, excess of actual value 
over book value of fixed assets, less the goodwill. The adjustment in 
respect of the excess of the book value is arrived at by deducting from 
the understatement at 3lst December 1938 the excess depreciation in 
each of the previous years on the theory that such excess deprecia- 
tion in fact forms part of the discrepancy between the book value 
and actual value at 3lst December 1938. A further adjustment can 
be made by deducting from invested capital the difference between 
the income tax paid and that payable on the adjusted profits, but this 
will have a very minor effect upon the ratios of earnings to capital 
and may safely be ignored. 


EARNINGS 


1934 1935 1936 1937 1938 

(Thousands of dollars) 
Operating profit, per accounts .$500 $525 $540 $750 $775 
Add excess depreciation 68 70 71 72 75 


$595 $611 $822 $850 
Less income tax at 20% i 119.0 122.2 164.4 


Net profit, as adjusted 


INVESTED CAPITAL 


1934 1985 19386 1937 1938 
(Thousands of dollars) 
Capital $4,000 $4,000 $4,000 $4,000 
Surplus 2,848 2,780 2,830 2,850 
General reserve 1,250 1,250 1,250 1,250 
Excess of actual value of fixed 
assets over book value 1 1,503 1,575 1,650 


$9,533 $9,655 
Less goodwill 1,000 


Invested capital 


Ratio of earnings to invested cap- 
Pal)  Goamae scores @aweees Sacmian 5.32% 
Percentage of dividends to in- 
| | a eer 5.85% 
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While the earnings and dividends represent large amounts per 
share on the issued capital, the company has through reinvestment of 
earnings increased its equity to over twice the amount of the capital 
account and the principle to be followed is that the company should 
be allowed a reasonable return upon its investment irrespective of 
the form or amount in which its equity appears on its books. 


In the present case the company’s franchise and the nature of its 
business guarantees a greater stability of earnings than is found in 
most mercantile enterprises. The risks of loss to the capital employed 
are slight and as there is no funded debt the whole of the operating 
profits are available for the shareholders. 


For some years the decisions of rate-making bodies have tended to 
regard a return of 8% per annum as a fair return on capital invested in 
public utilities. Where a part of the invested capital has been repre- 
sented by funded debt at say 5%, a return of 8% on the whole of the 
assets employed results in possibly 10% to 12% on the capital owned 
by shareholders, but in such cases the risks to such capital are cor- 
respondingly increased by the junior nature of its position. 

Having regard to present interest rates generally, a return of 6% 
in this enterprise would appear sufficient and as the actual return in- 
creased from 5.32% in 1934 to 5.73% in 1936 and appeared likely to 
increase further with the growth of the system, the increase in rates 
in 1937 does not appear to have been warranted unless one is to assume 
that anything less than 8% continues to be an inadequate return in 
spite of the substantial decline in interest and money rates which has 
taken place in the past five years. 

The rate of dividends to the invested capital remained about 5.86% 
from 1934 to 1936 and, with the increase in the dividend rate which 
took place in 1937, the 1938 dividends represented 6.86% of the in- 
vested capital, or approximately 1% of invested capital less than earn- 
ings of that year. : 

In the final analysis the question of what is a reasonable return 
on the invested capital is one for the Commission to decide. The ex- 
amination has disclosed that the earnings were not outrageously high, 
and the effect of the rate increase in 1937 is clearly demonstrated by 
the comparisons which are presented to the Commission. 








